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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
ACCOUNTING FOR PERFORMANCE
OF CONSTRUCTION-TYPE AND
CERTAIN PRODUCTION-TYPE CONTRACTS

DECEMBER 2 1 , 1979

P r e p a r e d by the Construction Contractor G u i d e C o m m i t t e e
Accounting Standards Division
A m e r i c a n Institute of C e r t i f i e d Public Accountants
For comment f r o m persons interested in accounting for contracts

Comments should be received b y A p r i l 5, 1 9 8 0 , a n d addressed to
Thomas W . M c R a e , M a n a g e r , Accounting S t a n d a r d s Division, File 2 3 5 7
AICPA, 1 2 1 1 A v e n u e of t h e A m e r i c a s , N e w Y o r k , N.Y. 1 0 0 3 6

M810890

NOTICE OF PUBLIC HEARING
The AICPA Accounting Standards Division will hold a public hearing, which will be conducted by the AICPA
Construction Contractor Guide Committee, on the issues raised in the drafts of this statement of position and the
related AICPA Audit and Accounting Guide for Construction Contractors.
The hearing will be held on Tuesday, April 22, 1980, and, if necessary, Wednesday, April 23, 1980, between
9:30 A.M. and 5:30 P.M., at the Fairfax Hotel in Washington, D.C.
Those who wish to make oral presentations should observe the following procedures:
March 11, 1980 Notification in writing of intent to make an oral presentation, including the names of individuals
who will make the presentation, the organization they represent (if any), and the amount of
time desired.
March 25, 1980

Submission of written comments or summaries of proposed oral presentations.

Those who do not desire to make oral presentations but who wish to submit written comments should do so by
April 22, 1980.
Requests to make an oral presentation and written comments and summaries should be addressed to
Thomas W. McRae
File
. 2357
American Institute of CPAs
1211 Avenue of the Americas
New York, N. Y. 10036
Written comments and a transcript of the public hearing will be available for inspection at the AICPA offices in
New York, and copies will be available for a reasonable fee.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 21, 1979

To interested parties:
An exposure draft of a proposed statement of position on accounting for performance of
construction-type and certain production-type contracts accompanies this letter.
The exposure draft was prepared by the AICPA Construction Contractor Guide Committee .
The FASB has issued FASB Statement no . 32, Specialized Accounting and Reporting Principles and Practices in AICPA Statements of Position and Guides on Accounting and
Auditing Matters, which designates specialized accounting and reporting principles
and practices contained in enumerated statements of position and AICPA guides on accounting and auditing matters as preferable accounting principles for purposes of
applying APB Opinion no. 20, Accounting Changes. Paragraph 9 of the FASB statement
concerns AICPA projects that are expected to result in the issuance of guides or
statements of position within a year, which are listed in Appendix B of the FASB statement. That paragraph states, "The Board plans to review any specialized principles and
practices contained in any such SOPs and Guides before issuance and, if the Board finds
them acceptable, it will, after appropriate due process, issue Interpretations of
this (FASB) Statement announcing that they are preferable accounting principles for
purposes of applying Opinion 20 . "
The accompanying exposure draft is one of the projects that the FASB plans to review for
designation by interpretation as preferable accounting principles for purposes of
applying APB Opinion no. 20. To facilitate that review procedure, the AICPA is making
the accompanying exposure draft available to those on the mailing lists of both the
AICPA and the FASB. Your comments on this exposure draft should be sent to Thomas W.
McRae, Manager, Accounting Standards Division, File 2357, AICPA, 1211 Avenue of the
Americas, New York, N.Y. 10036.
Comments received by the AICPA will be considered by the FASB when it reviews the final
statement of position to determine whether to designate as preferable the specialized
accounting principles and practices in the statement.
The AICPA Accounting Standards Division urges respondents to give particular attention to the basis of choice between the percentage-of-completion method and the
completed-contract method, as specified in paragraph 15 of Accounting Research Bulletin no. 45 (ARB 45) , Long-Term Construction-Type Contracts. ARB 45 states
. . . when estimates of cost to complete and extent of progress toward completion of
long-term contracts are reasonably dependable, the percentage-of-completion
method is preferable. When lack of dependable estimates or inherent hazards cause
forecasts to be doubtful, the completed-contract method is preferable. [Emphasis
added.]
The use of the phrase "is preferable" in paragraphs 5, 21, and 23 of this statement of
position in recommending criteria for the choice between the two generally accepted
methods of contract accounting is consistent with the language in ARB 45. The division
is particularly interested in respondents' views on whether the two generally ac-

cepted methods should be more definitively tailored to circumstances by changing the
choice of method from one that is not mandatory to one that is mandatory when the circumstances indicate that a contractor or a contract meets specified criteria. Therefore, respondents are urged to comment on that aspect of ARB 45 and the statement of
position and to provide supporting reasons for their views.
Concurrently with the distribution of the exposure draft of this statement of position, the accounting standards division is making a more limited distribution of an
exposure draft of an AICPA Audit and Accounting Guide for Construction Contractors,
which is a proposed revision of the 1965 AICPA industry audit guide, Audits of Construction Contractors. The audit and accounting guide includes this statement of position as an appendix. The guide incorporates the accounting provisions of the statement of position, contains additional recommendations and guidance on accounting for
construction contractors, and contains recommendations and guidance, consistent
with the recommendations in this statement of position, on auditing construction contractors. Recipients of this statement of position who are interested in that guide
may obtain copies from the Order Department, AICPA, 1211 Avenue of the Americas, New
York, N.Y. 10036 (telephone (212)-575-6426).
Following the exposure period, the accounting standards division will hold a public
hearing on this statement of position and the related guide. The time, place, and procedures for participation in the public hearing are set forth in the accompanying
Notice of Public Hearing.

Sincerely,

Arthur R. Wyatt
Chairman
Accounting Standards Executive Committee

Thomas W. McRae
Manager
Accounting Standards

This exposure draft has been sent to
• practice offices of CPA firms
• members of AICPA Council and technical committee
chairmen
• state society and chapter presidents, directors, and
committee chairmen
• organizations concerned with regulatory, supervisory, or
other public disclosure of financial activities
• persons on the FASB mailing list
• persons who have requested copies
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PROPOSED STATEMENT OF POSITION: ACCOUNTING FOR PERFORMANCE
OF CONSTRUCTION-TYPE AND CERTAIN PRODUCTION-TYPE CONTRACTS
INTRODUCTION
1. This s t a t e m e n t of position
provides guidance on the application
of generally a c c e p t e d a c c o u n t i n g
principles in accounting for the performance of contracts for the construction of facilities, the production
of unique goods, or the provision of
related services to a buyer's specifications. Changes in the business env i r o n m e n t have increased significantly the variety and uses of those
types of contracts and the types of
business enterprises that use them.
In t h e p r e s e n t business environm e n t , diverse types of contracts,
ranging from relatively simple to
highly complex and from relatively
short to long-term, are widely used
in many industries for construction,
production, or provision of a broad
range of goods and services. However, existing principles related to
accounting for contracts were written
in t e r m s
of
long-term
construction-type contracts, and
they are not stated in sufficient detail
for the scope of activities to which
they presently are applied. Those activities range far beyond the traditional construction-type activity (the
design and physical construction of
facilities such as buildings, roads,
dams, and bridges) to include, for
example, the development and production of military and commercial
aircraft, weapons delivery systems,
space exploration h a r d w a r e , a n d
computer software. The division believes that guidance is now n e e d e d
in this area of accounting.

THE BASIC ACCOUNTING ISSUE
2. T h e d e t e r m i n a t i o n of t h e
point or points at which r e v e n u e
should b e recognized as earned and
costs should b e recognized as expenses is a major accounting issue
common to all business enterprises
engaged in the performance of contracts of the types covered by this
statement. Accounting for such contracts is e s s e n t i a l l y a p r o c e s s of
measuring the results of relatively
long-term events and allocating
those results to relatively short-term

accounting p e r i o d s . This involves
considerable use of estimates in determining revenues, costs, and profits and in assigning the amounts to
accounting periods. The process is
complicated by the need to evaluate
continually the uncertainties that are
inherent in the performance of contracts and by the need to rely on estimates of revenues, costs, and the
extent of progress toward completion.
PRESENT ACCOUNTING REQUIREMENTS AND PRACTICES
3. T h e p e r v a s i v e p r i n c i p l e of
realization and its exceptions and
modifications are central factors underlying accounting for contracts.
APB Statement 4 states the following:
Revenue is generally recognized when
both of the following conditions are
met: (1) the earnings process is complete or virtually complete, and (2) an
exchange has taken place. [Paragraph
150]
Revenue is sometimes recognized on
bases other than the realization rule.
For example, on long-term construction contracts revenue may be recognized as construction progresses. This
exception to the realization principle
is based on the availability of evidence
of the ultimate proceeds and the consensus that a better measure of
periodic income results. [Paragraph
152]
The exception to the usual revenue
realization rule for long-term
construction-type contracts, for example, is justified in part because strict
adherence to realization at the time of
sale would produce results that are
considered to be unreasonable. The
judgment of the profession is that revenue should be recognized in this
situation as construction progresses.
[Paragraph 173]
4. Accounting Research Bulletin
n o . 4 5 (ARB 45),
Long-Term
Construction-Type
Contracts,
issued by the AICPA Committee on
Accounting Procedure in 1955, describes the two generally accepted
methods of accounting for long-term
construction-type contracts for financial reporting purposes:
7

•

The
percentage-of-completion
method
r e c o g n i z e s i n c o m e as
work on a contract progresses;
recognition of revenues and profits generally is related to costs incurred in providing the services
required u n d e r the contract.
• The completed-contract
method
recognizes income only when the
contract is completed, or substantially so, and all costs and related
revenues are reported as deferred
items in the balance sheet until
that time.

The use of either of the two generally accepted methods of accounting
involves, to a greater or lesser extent, t h r e e key areas of estimates
and uncertainties: (a) the extent of
progress toward completion, (b) cont r a c t r e v e n u e s , a n d (c) c o n t r a c t
costs. Although the ultimate amount
of contract revenue is often subject
to numerous uncertainties, the accounting literature has given little
attention to t h e difficulties of estimating contract revenue.
5. Paragraph 15 of ARB 45 describes t h e circumstances in which
each method is preferable as follows:
The committee believes that in general when estimates of costs to complete and extent of progress toward
completion of long-term contracts are
reasonably dependable, the percentage-of-completion method is preferable. When lack of dependable estimates or inherent hazards cause
forecasts to be doubtful, the completed-contract method is preferable.
Both of the two generally accepted
methods are widely used in practice.
However, the two methods are frequently applied differently in similar
circumstances. T h e division believes
that the two methods should b e used
in specified c i r c u m s t a n c e s a n d
should not b e used as acceptable alt e r n a t i v e s for t h e s a m e c i r c u m stances. Accordingly, identifying the
circumstances in which either of the
methods is preferable and the accounting that should b e followed in
the application of those methods are
among the primary objectives of this
statement of position.
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6. In practice, methods are
sometimes found that allocate contract costs and revenues to accounting periods on the basis of cash receipts and payments or on the basis
of contract billings and costs incurred. Those practices are not generally accepted methods of accounting for financial reporting purposes.
However, those methods are appropriate for other purposes, such as the
measurement of income for income
tax purposes, for which the timing of
cash transactions is a controlling factor. Recording the amounts billed or
billable on a contract during a period
as contract revenue of the period,
and the costs incurred on the contract as expenses of the period, is not
acceptable for financial reporting
purposes because the amounts billed
or billable on a contract during a
period are determined by contract
terms and do not necessarily measure performance on the contract.
Only by coincidence might those
unacceptable methods produce results that approximate the results of
the generally accepted method of accounting for contracts that is appropriate in the circumstances.
OTHER PRONOUNCEMENTS AND
REGULATIONS AFFECTING
CONTRACT ACCOUNTING

7. Accounting Research Bulletin
no. 43, chapter 11, "Government
Contracts," prescribes generally accepted principles in three areas of
accounting for government contracts. Section A of that chapter
deals with accounting problems arising under cost-plus-fixed-fee contracts. Section B deals with certain
aspects of the accounting for government contracts and subcontracts
that are subject to renegotiation.
Section C deals with problems involved in accounting for certain terminated war and defense contracts.
Those pronouncements govern accounting for contracts in the areas
indicated.
8. The Cost Accounting Standards Board (CASB) promulgates
cost accounting standards for government contractors. CASB standards apply to the internal cost accounting procedures that government contractors use to assign costs

EXPOSURE DRAFT
to government contracts to meet
government requirements. However, the CASB does not establish
standards for financial reporting.
9. Accounting for contracts for
income tax purposes is prescribed by
the Internal Revenue Code and the
related rules and regulations. The
methods of accounting for contracts
under those requirements are not
limited to the two generally accepted methods for financial reporting. For numerous historical and
practical reasons, tax accounting
rules and regulations differ from
generally accepted accounting principles. Numerous nonaccounting
considerations are appropriate in determining income tax accounting.
This statement deals exclusively
with the application of generally accepted accounting principles to accounting for contracts in financial
reporting. It does not apply to income tax accounting and is not intended to influence income tax accounting.
NEED FOR GUIDANCE

10. Because of the complexities
and uncertainties in accounting for
contracts, the increased use of diverse types of contracts for the construction of facilities, the production
of goods, or the provision of related
services, and present conditions and
practices in industries in which contracts are performed for those purposes, additional guidance on the
application of generally accepted accounting principles is needed. This
statement of position provides that
guidance. Appendix A contains a
schematic chart showing the organization of the statement.

SCOPE OF STATEMENT OF
POSITION
GENERAL

11. This statement of position
applies to accounting for performance of contracts for the construction of facilities, the production of
unique goods, or the provision of related services to a buyers specifications that are reported in financial
statements prepared in conformity
with generally accepted accounting

principles. 1 Existing authoritative
accounting literature uses the terms
"long-term" and "construction-type"
in identifying the types of contracts
that are the primary focus of interest. The term "long-term" is not
used in this statement of position as
an identifying characteristic because
other characteristics are considered
more relevant for identifying the
types of contracts covered. However, accounting for contracts by an
entity that primarily has relatively
short-term contracts is recommended in paragraph 31 of this
statement. The scope of the statement is not limited to constructiontype contracts.
CONTRACTS COVERED

12. Contracts covered by this
statement of position are binding
agreements between buyers and
sellers in which the seller agrees, for
compensation, to perform a service
to the buyer's specifications.2 Contracts consist of legally enforceable
agreements in any form and include
amendments, revisions, and extensions of such agreements. Performance will often extend over long
periods, and the seller's right to receive payment depends on his performance in accordance with the
agreement. The service may consist
of designing, engineering, fabricating, constructing, or manufacturing
tangible assets. Contracts such as
leases and real estate agreements,
for which authoritative accounting
literature provides special methods
of accounting, are not covered by
this statement.
13. Contracts covered by this
statement include, but are not limited to, the following:
1. The division prepared a proposed statement of position entitled Accounting for
Service Transactions, which the FASB
placed on its agenda and exposed for public
comment in an FASB invitation to comment. The proposed statement presents
the division's recommendations on accounting for service transactions, and the
recommendations in this statement that relate to services are consistent with the recommendations in that statement.
2. Specifications imposed on the buyer by a
third party (for example, a government or
regulatory agency or a financial institution)
or by conditions in the marketplace are
deemed to be "buyer's specifications."
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•

Contracts in the construction industry, such as those of general
b u i l d i n g , h e a v y e a r t h moving,
dredging, demolition, designbuild contractors, and specialty
contractors (e.g., mechanical,
electrical, or paving).

•

C o n t r a c t s to design a n d build
ships and transport vessels.
• Contracts to manufacture large,
complex electronic equipment to
a buyer's specifications.
• Contracts for construction consulting service, such as u n d e r
agency contracts or construction
management agreements.
•

Contracts for services performed
by architects, engineers, or architectural or engineering design
firms.

14. C o n t r a c t s not c o v e r e d b y
this statement include, but are not
limited to, the following:
•

Service contracts of health clubs,
correspondence schools, and similar consumer oriented organizations that provide their services to
t h e i r clients over an e x t e n d e d
period.

•
•

Magazine subscriptions.
Sales or supply contracts to provide goods from inventory or from
homogeneous continuing production over a period of time.
• Contracts of nonprofit organizations to provide benefits to their
m e m b e r s over a period of time in
return for membership dues.
15. Contracts covered by this
statement may b e classified into four
broad types based on methods of
pricing: (a) fixed-price or lump-sum
contracts, (b) cost-plus contracts, (c)
time-and-material contracts, and (d)
unit-price contracts. A fixed-price
contract is an agreement to perform
all acts u n d e r t h e c o n t r a c t for a
stated price. A cost-plus contract is
an a g r e e m e n t to perform u n d e r a
contract for a price based on the
costs of all acts required plus a fee,
which may b e a fixed amount or a
fixed p e r c e n t a g e of t h e costs incurred. A time-and-material contract
is an agreement to perform all acts
r e q u i r e d u n d e r the contract for a
price based on fixed hourly rates for
some measure of the labor hours req u i r e d (for example, direct labor
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hours) and the cost of materials. A
unit-price contract is an agreement
to perform all acts required under
the contract for a specified price for
each unit of output. Each of the various types of contracts may have incentive, penalty, or other provisions
t h a t modify t h e i r b a s i c p r i c i n g
terms. The pricing features of the
v a r i o u s t y p e s a r e d i s c u s s e d in
greater detail in Appendix B.

guides, Audits of Construction
Contractors and Audits of
Government
Contractors,
provide additional
guidance on the application of generally accepted accounting principles to the construction industry and
to g o v e r n m e n t contracts, r e s p e c tively. The recommendations in this
statement take precedence in those
areas. Audits of Construction
Contractors is currently being revised
and will conform to this statement.

DEFINITION OF A CONTRACTOR

19. The guidance on contract accounting and financial reporting in
Audits of Government
Contractors
is essentially consistent with the recommendations in this statement exc e p t t h a t this s t a t e m e n t r e c o m mends the cumulative catch-up
method for accounting for changes in
estimates under the percentage-ofcompletion m e t h o d of accounting,
whereas either the cumulative
catch-up method or the reallocation
m e t h o d is a c c e p t a b l e u n d e r t h e
guide. Therefore, Audits of Government Contractors is amended so
that its guidance on accounting for
changes in estimates conforms to the
recommendations in this statement.
Also, since the recommendations in
this statement provide more comprehensive and explicit guidance on
the application of generally accepted
accounting principles to contract accounting than the guide, Audits of
Government Contractors,
does, the
guide is amended to incorporate this
statement as an appendix. The provisions of that guide should be interpreted and applied in the context of
the recommendations in this statement.

16. T h e t e r m " c o n t r a c t o r " as
used in this statement refers to a
person or entity that enters into a
contract to construct facilities, produce goods, or render related services to the specifications of a buyer
either as a general or prime contractor, as a subcontractor to a general
contractor, or as a construction manager.
DEFINITION OF A PROFIT CENTER
17. F o r t h e p u r p o s e of this
statement, a "profit center" is the
unit for the accumulation of revenues and costs and the measurement
of income. For business enterprises
engaged in the performance of contracts, the profit center for accounting purposes is usually a single contract; but under some specified circumstances it may b e a combination
of two or more contracts, a segment
of a contract or of a group of combined contracts. This statement of
position provides guidance on the
selection of the appropriate profit
center. The accounting recommendations, usually stated in terms of a
single contract, also apply to alternative profit centers in circumstances
in which alternative centers are appropriate.

APPLICATION AND EFFECT O N
EXISTING AUDIT GUIDES AND
SOPs
18. This s t a t e m e n t of position
presents the division's recommendations on accounting for contracts
(as specified in paragraphs 11 to 17)
in all industries. T h e r e c o m m e n dations in this statement need not b e
applied to immaterial items. Two
existing AICPA industry audit

20. This s t a t e m e n t is not int e n d e d to s u p e r s e d e r e c o m m e n d a t i o n s on a c c o u n t i n g in o t h e r
AICPA industry accounting or audit
guides or in other statements of position.

THE DIVISION'S
CONCLUSIONS
DETERMINING A BASIC
ACCOUNTING POLICY
FOR CONTRACTS
21. In accounting for contracts,
the basic accounting policy decision
is the choice between the two generally a c c e p t e d m e t h o d s : t h e p e r -
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centage-of-completion m e t h o d and
the completed-contract method. The
determination of which of the two
m e t h o d s is p r e f e r a b l e should b e
based on a careful evaluation of circumstances because the
two
methods should not be acceptable alt e r n a t i v e s for t h e s a m e c i r c u m stances. The division's recommendations on basic accounting policy
are set forth in the sections on "The
Percentage-of-Completion Method"
and " T h e
Completed-Contract
Method," which identify the circumstances appropriate to the methods,
the bases of applying the methods,
and the reasons for the recommendations. The recommendations
apply to accounting for individual
contracts and to accounting for other
profit centers in accordance with the
recommendations in the section on
"Determining the Profit Center." As
a result of evaluating individual contracts and profit centers, a contractor
should b e able to establish a basic
policy that should b e followed in accounting for most of his contracts. In
accordance with the requirements of
APB Opinion 22, Disclosure of Accounting
Policies,
a contractor
should disclose in the note to the financial s t a t e m e n t s on accounting
policies the method or methods of
determining earned revenue and the
cost of earned revenue. Appendix G
contains a summary of the disclosure
requirements in this statement.

right to require the buyer, u n d e r
most financing a r r a n g e m e n t s , to
make progress payments to support
his ownership investment and to approve the facilities constructed (or
goods p r o d u c e d or services p e r formed) to date if they meet the contract r e q u i r e m e n t s . The buyer's
r i g h t to t a k e o v e r t h e w o r k - i n process at his option (usually with a
penalty) p r o v i d e s additional evidence to support that view. Accordingly, the business activity taking
place supports the concept that in an
economic sense performance is, in
effect, a continuous sale (transfer of
ownership rights) that occurs as the
work progresses. The percentageof-completion m e t h o d r e c o g n i z e s
the legal and economic results of
contract performance on a timely
basis. Financial statements based on
the
percentage-of-completion
method present the economic substance of a company's transactions
and events more clearly and more
t i m e l y t h a n financial s t a t e m e n t s
b a s e d on t h e c o m p l e t e d - c o n t r a c t
method, and they present more accurately the relationships between
gross profit from contracts and related period costs. The percentageof-completion m e t h o d informs the
users of the general purpose financial statements of the volume of economic activity of a company.

THE PERCENTAGE-OFCOMPLETION METHOD

23. The use of the percentageof-completion m e t h o d d e p e n d s on
the ability to make reasonably dep e n d a b l e estimates. F o r t h e purposes of this statement, "the ability
to make reasonably dependable estimates" relates to estimates of the
extent of progress toward completion, contract revenues, and contract
costs. The division believes that the
percentage-of-completion method is
preferable as an accounting policy in
circumstances in which reasonably
dependable estimates can b e made
and in which all the following conditions exist:

22. This section sets forth the
r e c o m m e n d e d basis for using t h e
percentage-of-completion m e t h o d
and the reasons for the recommendation. U n d e r most contracts for
construction of facilities, production
of unique goods, or provision of related services to a buyer's specifications, both the buyer and the seller
(contractor) obtain enforceable
rights. The legal right of the buyer to
require specific performance of the
contract means that the contractor
has, in effect, agreed to sell his rights
to work-in-process as the work progresses. This view is consistent with
the contractor's legal rights; he typically has no ownership claim to the
work-in-process but has lien rights.
Furthermore, the contractor has the

Circumstances Appropriate to the
Method

Contracts executed by the parties
normally include provisions that
clearly specify the enforceable
rights regarding goods or services
to b e provided and received by
the parties, the consideration to

b e exchanged, and the m a n n e r
and terms of settlement.
• T h e b u y e r can b e expected to
satisfy his obligations under the
contract.
• The contractor can b e expected to
perform his contractual obligations.
24. F o r entities engaged on a
continuing basis in the production
and delivery of goods and services
under contractual arrangements and
for whom contracting represents a
significant part of their operations,
the presumption is that they have
the ability to make estimates that are
sufficiently dependable to justify the
use of the percentage-of-completion
method of accounting. 3 Persuasive
evidence to the contrary is necessary
to overcome that presumption. The
ability to p r o d u c e reasonably dep e n d a b l e estimates is an essential
element of the contracting business.
For a contract on which a loss is anticipated, generally a c c e p t e d accounting principles require recognition of the entire anticipated loss as
soon as the loss becomes evident. An
entity without the ability to update
and revise estimates continually with
a d e g r e e of confidence could not
m e e t that essential requirement of
generally accepted accounting principles.
25. Accordingly, the division believes that entities with significant
contracting operations generally
h a v e t h e ability to p r o d u c e reasonably d e p e n d a b l e estimates and
should use the percentage-ofcompletion method of accounting in
most circumstances on one of the following bases (applied to contracts
individually):
a. Normally, a contractor will b e
a b l e to e s t i m a t e total contract
revenue and total contract cost in
single amounts. Those amounts
3. The division recognizes that many contractors have informal estimating procedures
that may result in poorly documented estimates and marginal quality field reporting and job costing systems. Those conditions may influence the ability of an entity
to produce reasonably dependable estimates. However, procedures and systems
should not influence the development of
accounting principles and should be dealt
with by management as internal control,
financial reporting, and auditing concerns.
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should normally be used as the
basis for accounting for contracts
under the percentage-of-completion method.
b. F o r some contracts, on which
some level of profit is assured, a
contractor may only b e able to estimate total contract revenue and
total contract cost in ranges of
amounts. If, based on the information arising in estimating the
ranges of amounts and all other
pertinent data, the contractor can
d e t e r m i n e t h e a m o u n t s in t h e
ranges that are most likely to occur, those a m o u n t s should b e
used in accounting for the contract u n d e r the percentage-ofcompletion method. If the most
likely amounts cannot b e determined, the estimated cost and the
related e s t i m a t e d r e v e n u e , assuming the least favorable outcome, should b e used in accounti n g for t h e c o n t r a c t u n t i l t h e
results can b e e s t i m a t e d m o r e
precisely. For example, the
maximum estimated cost and the
minimum estimated r e v e n u e in
the ranges should b e used for a
fixed-price contract. For contracts
on which the least favorable outcome estimated indicates a loss,
the total estimated loss should b e
provided for in accordance with
paragraphs 81 to 85 of this statement.
c. However, in some circumstances,
estimating the final outcome may
b e impractical except to assure
that no loss will b e incurred. In
those circumstances, a contractor
should use a zero e s t i m a t e of
profit; revenue should b e recognized equal to costs incurred until
results can b e estimated more
precisely. A contractor should use
this basis only if the bases in (a) or
(b) are clearly not appropriate. A
change from a zero estimate of
profit to a more precise estimate
s h o u l d b e a c c o u n t e d for as a
change in an accounting estimate.
Except for some types of cost-plus
contracts, an inability to estimate
total contract revenue and total
contract costs for most of an entity's c o n t r a c t s e i t h e r in single
amounts or in ranges of amounts
is usually a strong indication that a
contractor's systems and procedures are weak.

Nature of Reasonable Estimates and
Inherent Hazards
26. In practice, contract revenues and costs are estimated in a
wide variety of ways ranging from
rudimentary procedures to complex
methods and systems. Regardless of
the techniques used, a contractor's
estimating procedures should provide reasonable assurance of a continuing ability to produce reasonably
dependable estimates. 4 A continuing
effort on the part of a contractor to
take on new work is an indication of
his confidence in his own ability to
produce such estimates. Ability to
estimate covers more than the estimating and documentation of contract revenues and costs; it covers a
contractor's entire contract administration and m a n a g e m e n t control
s y s t e m . T h e a b i l i t y to p r o d u c e
reasonably d e p e n d a b l e e s t i m a t e s
depends on all the procedures and
personnel that provide financial or
production information on the status
of contracts. It encompasses systems
and personnel not only of the accounting department b u t of all areas
of the company that participate in
p r o d u c t i o n control, cost control,
administrative control, or accountability for contracts. Previous reliability of a contractor's estimating
process is usually an indication of
continuing reliability, particularly if
the present circumstances are similar to those that prevailed in the
past.
27. Estimating is an integral part
of contractors' business activities,
and there is a necessity to revise estimates on contracts continually as
the work progresses. The fact that
circumstances may necessitate frequent revision of estimates does not
indicate that the estimates are unreliable for the purpose for which they
are used. Although results may differ
widely from original estimates because of the nature of the business,

4. The type of estimating procedures appropriate in a particular set of circumstances
depends on a careful evaluation of the costs
and benefits of developing the procedures.
The ability to produce reasonably dependable estimates that would justify the use of
the percentage-of-completion method as
recommended in paragraph 25 does not
depend on the elaborateness of the estimating procedures used.
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the contractor, in the conduct of his
business, may still find the estimates
reasonably dependable. Despite
these widely recognized conditions,
a contractor's estimates of total contract revenue and total contract costs
should b e regarded as reasonably
d e p e n d a b l e if the m i n i m u m total
revenue and the maximum total cost
can b e estimated with a sufficient
degree of confidence to justify the
contractor's bids on contracts.
28. ARB 45 discourages the use
of t h e p e r c e n t a g e - o f - c o m p l e t i o n
m e t h o d of accounting in circumstances in which i n h e r e n t hazards
make estimates doubtful. "Inherent
hazards" relate to extraordinary contract conditions or external factors
that raise questions about the ability
of either the contractor or the cust o m e r to p e r f o r m his obligations
under the contract. Inherent hazards
that may cause contract estimates to
b e doubtful differ from inherent business risks. Business enterprises engaged in contracting, like all business e n t e r p r i s e s , are exposed to
n u m e r o u s business risks that vary
from contract to contract. The reliability of the estimating process in
contract accounting does not depend
on the absence of such risks, and the
presence of such risks should not be
allowed to determine the principles
of a c c o u n t i n g for an e n t e r p r i s e ' s
transactions and events. Assessing
business risks is a function of users of
financial statements.
29. The present business environment and the refinement of the
estimating process have produced
conditions u n d e r which most business entities engaged in contracting
can deal adequately with the normal,
recurring business risks in estimating the outcome of contracts. The
division believes that i n h e r e n t
hazards that make otherwise reasonably d e p e n d a b l e contract estimates doubtful are limited to extraordinary factors and conditions.
They involve events and conditions
that would not b e considered in the
ordinary preparation of contract estimates and that would not b e expected to recur frequently, given the
contractor's normal business envir o n m e n t . Such hazards are highly
abnormal and are clearly unrelated

3$
to, or only incidentally related to,
the contractor's typical activities.
Such hazards may relate, for example, to contracts whose validity is
seriously in question (that is, which
are less than fully enforceable), to
contracts whose completion may be
subject to the outcome of pending
legislation or pending litigation, or
to contracts exposed to the possibility of the condemnation or expropriation of the resulting properties.
Reasonably dependable estimates
cannot be produced for a contract
with unrealistic or ill-defined terms
or for a contract between unreliable
parties. However, the conditions
stated in paragraph 23 for the use of
the
percentage-of-completion
method of accounting, which apply
to most bona fide contracts, make
the existence of such inherent
hazards (of the type described in
paragraph 15 of ARB 45) highly unlikely for contracts that meet those
conditions. Therefore, the division
believes that there must be specific,
persuasive, and documented evidence of such hazards to indicate
that use of the percentage-ofcompletion method on one of the
bases in paragraph 25 is not preferable.
THE COMPLETED-CONTRACT
METHOD

30. This section sets forth the
recommended basis for using the
completed-contract method and the
reasons for the recommendation.
Under the completed-contract
method, income is recognized only
when a contract is completed or substantially completed. During the
period of performance, billings and
costs are accumulated on the balance
sheet, but no profit or income is recorded before completion or substantial completion of the work. This
method precludes reporting on the
performance that is occurring under
the enforceable rights of the contract
as work progresses. Although the
completed-contract method is based
on results as finally determined
rather than on estimates for unperformed work, which may involve unforeseen costs and possible losses, it
does not reflect current performance
when the period of a contract extends beyond one accounting
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period, and it therefore may result in
irregular recognition of income. Financial statements based on this
method may not show informative
relationships between gross profit
reported on contracts and related
period costs.
Circumstances of Use

31. The completed-contract
method may be used in circumstances in which an entity primarily
has relatively short-term contracts
and in which financial position and
results of operations would not vary
materially from those resulting from
use of the percentage-of-completion
method. Although this statement
does not formally distinguish on the
basis of length between long-term
and short-term contracts, the basis
for recording income on contracts of
short duration poses relatively few
problems. In accounting for such
contracts, income ordinarily is recognized when performance is substantially completed and accepted.
Under those circumstances, revenues and costs in the aggregate for
all contracts would be expected to
result in a matching of gross profit
with period overhead or fixed costs
similar to that achieved by use of the
percentage-of-completion method.
For example, the completedcontract method, as opposed to the
percentage-of-completion method,
would not usually produce a material
difference in net income or financial
position for a small plumbing contractor that performs primarily relatively short-term contracts during an
accounting period; performance
covers such a short span of time that
the work is somewhat analogous to a
manufacturing company's production and sales.
32. The completed-contract
method should be used in circumstances in which estimates cannot
meet the criteria for reasonable dependability discussed in the section
on the percentage-of-completion
method or in which there are inherent hazards of the nature of those
discussed in that section (e.g., if the
scope of a contract is ill-defined and
the contractor is not protected contractually from cost overruns). If an
entity uses the percentage-ofcompletion method as its basic ac-

counting policy, it should deviate for
a single contract or group of contracts from percentage-of-completion to completed-contract accounting only under those circumstances.
Such a deviation should be disclosed. An entity may also deviate if
the results of operations or financial
position will not differ materially
from the results under the
percentage-of-completion method.
33. The use of the completedcontract method is recommended for
the circumstances described in paragraphs 31 and 32. However, for circumstances in which there is an assurance that no loss will be incurred
on a contract (for example, when the
scope of the contract is ill-defined
but the contractor is protected by a
cost-plus contract or other contractual terms), the percentage-ofcompletion method based on a zero
profit margin, rather than the
completed-contract method, is recommended until more precise estimates can be made. The difference
between the percentage-of-completion method with a zero profit
margin and the completed-contract
method is that the revenue earned
and an equal amount of related costs
are presented in the income statement rather than as deferred items
in the balance sheet. This approach
gives users of general purpose financial statements an indication of the
volume of a company's business and
of the application of its economic resources.
DETERMINING THE PROFIT
CENTER

34. The basic presumption
should be that each individual contract is the profit center for revenue
recognition, cost accumulation, and
income measurement. That presumption may be overcome only if a
contract or a series of contracts
meets the conditions described
below for combining or segmenting
contracts. A group of contracts
(combining) should be, and a phase
or segment of a single contract or of a
group of contracts (segmenting) may
be, used as a profit center in some
circumstances. Since there are
numerous practical implications of
combining and segmenting con-
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tracts, evaluation of the circumstances, contract terms, and management intent are essential in determining contracts that should be
accounted for on those bases.
Combining Contracts

35. A group of contracts may be
so closely related that they are, in
effect, parts of a single project with
an overall profit margin, and accounting for the contracts individually may not be feasible or appropriate. Under those circumstances,
consideration should be given to
combining such contracts for profit
recognition purposes if they meet
the criteria in paragraph 36.5 The
presumption in combining contracts
is that revenue and profit are
earned, and should be reported, uniformly over the performance of the
combined contracts. For example, a
group of contracts may be negotiated
as a package with the objective of
achieving an overall profit margin,
although the profit margins on the
individual contracts may vary. In
those circumstances, if the individual contracts are performed and
reported in different periods and accounted for separately, the reported
profit margins in those periods will
differ from the profit margin contemplated in the negotiations for
reasons other than differences in
performance.
36. A group of contracts should
be combined for accounting purposes if the contracts
a. Are negotiated as a package in the
same economic environment with
an overall profit margin objective.
Contracts not executed at the
same time may be considered to
have been negotiated as a package
in the same economic environment only if the time period between the commitments of the
parties to the individual contracts
is reasonably short. The longer
the period between the commitments of the parties to the contracts, the more likely it is that
the economic circumstances affecting the negotiations have
changed.
5. Individual contracts obtained through
competitive bidding should not be combined for accounting purposes.

b. Constitute in essence an agreement to do a single project. A
project for this purpose consists of
construction, production, or related service activity with different elements, phases, or units
of output that are closely interrelated or interdependent in terms
of their design, technology, and
function or their ultimate purpose
or use.
c. Require closely interrelated construction or production activities
with substantial common costs
that cannot be separately identified with, or reasonably allocated to, the elements, phases, or
units of output.
d. Are performed concurrently or in
a continuous sequence under the
same project management at the
same location or at different locations in the same general vicinity.
e. Constitute in substance an
agreement with a single customer. In assessing whether the
contracts meet this criterion, the
facts and circumstances relating to
the other criteria should be considered. In some circumstances
different divisions of the same entity would not constitute a single
customer if, for example, the
negotiations are conducted independently with the different divisions. On the other hand, two or
more parties may constitute in
substance a single customer if, for
example, the negotiations are
conducted jointly with the parties
to do what in essence is a single
project.
Only contracts that meet all of these
criteria should be combined for
profit recognition and for determining the need for a provision for losses
in accordance with paragraph 6 of
ARB 45. The criteria should be
applied consistently to contracts
with similar characteristics in similar
circumstances.6

6. The division is preparing a statement of
position on program accounting, which explores the circumstances in which existing
and anticipated contracts may be combined for the purpose of allocating costs, to
be presented to the Financial Accounting
Standards Board for its consideration.
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Segmenting a Contract

37. A single contract or a group
of contracts that otherwise meet the
test for combining may include several elements or phases, each of
which the contractor negotiated
separately with the same customer
and agreed to perform without regard to the performance of the
others. If those activities are accounted for as a single profit center,
the reported income may differ from
that contemplated in the negotiations for reasons other than differences in performance. If the project is segmented, revenues can be
assigned to the different elements or
phases to achieve different rates of
profitability based on the relative
value of each element or phase to the
estimated total contract revenue. A
project, which may consist of a single
contract or a group of contracts, with
segments that have different rates of
profitability may be segmented if it
meets the criteria in either paragraph 38 or paragraph 39. The
criteria for segmenting should be
applied consistently to contracts
with similar characteristics and in
similar circumstances. The nature,
types, and aggregate amount of contracts reported on a segmented basis
should be disclosed in a note to the
financial statements.
38. A project may be segmented
if all the following steps were taken
and are documented and verifiable:
a. The contractor submitted bona
fide proposals on the separate
components of the project and on
the entire project.
b. The customer had the right to accept the proposals on either basis.
c. The aggregate amount of the proposals on the separate components approximated the amount of
the proposal on the entire project.
39. A project that does not meet
the criteria in paragraph 38 may be
segmented only if it meets all the following criteria:
a. The terms and scope of the contract or project clearly call for
separable phases or elements.
b. The separable phases or elements
of the project are often bid or
negotiated separately.
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c. The market assigns different gross
profit rates to the segments because of factors such as different
levels of risk or differences in the
relationship of the supply and
demand for the services provided
in different segments.
d. The contractor has a significant
history of providing similar services to other customers under
separate contracts for each significant segment to which a profit
margin higher than the overall
profit margin on the project is ascribed. 7
e. The significant history with customers who have contracted for
services separately is one that is
relatively stable in terms of pricing policy rather than one unduly
weighted by erratic pricing decisions (responding, for example, to
extraordinary economic circumstances or to unique customercontractor relationships).
f. The excess of the sum of the
prices of the separate elements
over the price of the total project
is clearly attributable to cost savings incident to combined performance of the contract obligations (for example, cost savings in
supervision, overhead, or equipment mobilization). Unless this
condition is met, segmenting a
contract with a price substantially
less than the sum of the prices of
the separate phases or elements
would be inappropriate even if
the other conditions are met. Acceptable price variations should
be allocated to the separate
phases or elements in proportion
to the prices ascribed to each (see
Exhibit 8 in Appendix E). In all
other situations a substantial difference in price (whether more or
less) between the separate elements and the price of the total
project is evidence that the contractor has accepted different

7. In a p p l y i n g t h e criterion in p a r a g r a p h
39(d), values assignable to the segments
should b e on t h e basis of the contractor's
normal historical prices and terms of such
services to other customers. T h e division
considered b u t rejected the concept of allowing a contractor to s e g m e n t on the basis
of prices charged by o t h e r contractors,
since it does not follow that those prices
could have been obtained by a contractor
who has no history in the market.
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profit margins. Accordingly, segmenting is not appropriate, and
the contracts should be the profit
centers.
g. The similarity of services and
prices in the contract segments
and services and the prices of
such services to other customers
contracted separately should be
documented and verifiable.
Illustrations of the application of the
criteria for segmenting are set forth
in Appendix C.
MEASURING PROGRESS O N
CONTRACTS

40. This section describes
methods of measuring the extent of
progress toward completion under
the percentage-of-completion method and sets forth criteria for selecting
those methods and for determining
when a contract is substantially
completed. Meaningful measurement of the extent of progress toward completion is essential since
this factor is used in determining the
amounts of estimated contract revenue and estimated gross profit that
will be recognized as earned in any
given period. See paragraphs 76 to
78 for a discussion of the computation of income earned for a period.
Methods of Measuring Extent of
Progress Toward Completion

41. In practice, a number of
methods are used to measure the extent of progress toward completion.
They include the cost-to-cost
method, variations of the cost-to-cost
method, efforts-expended methods,
and the units-of-work-performed
method. Those practices are intended to conform to paragraph 4 of
ARB 45. 8 Some of the measures are
sometimes made and certified by

8. Paragraph 4 of ARB 45 states:
The committee recommends that the recognized income [under the percentage-ofcompletion method] be that percentage of estimated total income, either:
(a) that incurred costs to date bear to estimated total costs after giving effect to estimates of costs to complete based upon
most recent information, or
(b) that may be indicated by such other measure of progress toward completion as may
be appropriate having due regard to work
performed.

engineers or architects, but management should review and understand the procedures used by those
professionals.
42. Some methods used in practice measure progress toward completion in terms of costs, some in
terms of units of work, and some in
terms of values added (the contract
value of total work performed to
date). All three of these measures of
progress are acceptable in appropriate circumstances. The division concluded that other methods that
achieve the objective of measuring
extent of progress toward completion in terms of costs, units, or value
added are also acceptable in appropriate circumstances. However, the
method or methods selected should
be applied consistently to all contracts having similar characteristics.
The method or methods of measuring extent of progress toward completion should be disclosed in the
notes to the financial statements.
Examples of circumstances not appropriate to some methods are given
within the discussion of input and
output measures.

Input and Output Measures

43. The several approaches to
measuring progress on a contract can
be grouped into input and output
measures. Input measures are made
in terms of efforts devoted to a contract. They include the methods
based on costs and on efforts expended. Output measures are made
in terms of results achieved. They
include methods based on units produced, contract milestones, and
value added. For contracts under
which separate units of output are
produced, progress can be measured
on the basis of units of work completed. In other circumstances,
progress may be measured, for
example, on the basis of cubic yards
of excavation for foundation contracts or on the basis of cubic yards of
pavement laid for highway contracts.

Costs as here used might exclude, especially
during the early stages of a contract, all or a
portion of the cost of such items as materials
and subcontracts if it appears that such an exclusion would result in a more meaningful
periodic allocation of income,
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44. Both input and output measures have drawbacks in some circumstances. Input is used to measure progress toward completion indirectly, based on an established or
assumed relationship between a unit
of input and productivity. A significant drawback of input measures is
that the relationship of the measures
to productivity may not hold, because of inefficiencies or other factors. Output is used to measure results directly and is generally the
best measure of progress toward
completion in circumstances in
which a reliable measure of output
can be established. However, output
measures often cannot be established, and input measures must
then be used. The use of either type
of measure requires the exercise of
judgment and the careful tailoring of
the measure to the circumstances.
45. The efforts-expended method is an input method based on a
measure of the work, such as labor
hours, labor dollars, machine hours,
or material quantities. Under the
labor-hours method, for example,
extent of progress is measured by
the ratio of hours performed to date
to estimated total hours at completion. Estimated total labor hours
should include not only the estimated labor hours of the contractor
but also the labor hours of subcontractors engaged to perform work for
the project if the labor hours of subcontractors are a significant element
in the performance of a contract. A
labor-hours method can measure the
extent of progress in terms of efforts
expended only if substantial efforts
of subcontractors are included in the
computation. If the contractor is unable to obtain reasonably dependable estimates of subcontractors' labor
hours at the beginning of the project
and as work progresses, he should
not use the labor-hours method.
46. The various forms of the
efforts-expended method generally
are based on the assumption that
profits on contracts are derived from
the contractor's efforts in all phases
of operations, such as designing,
procurement, and management.
Profit is not assumed to accrue
merely as a result of the acquisition
of material or other tangible items
used in the performance of the con-

tract or the awarding of subcontracts. As previously noted, a significant drawback of efforts-expended
methods is that the efforts included
in the measure may not all be productive.
47. Measuring progress toward
completion based on the ratio of
costs incurred to total estimated
costs is also an input method. Some
of the costs incurred, particularly in
the early stages of the contract,
should be disregarded in applying
this method because they do not relate to contract performance. These
include the costs of items such as uninstalled materials not specifically
produced or fabricated for the project or of subcontracts that have not
been performed. For example, the
cost of standard materials not unique
to the project that have been purchased or accumulated at job sites
but that have not been physically installed should be excluded. 9
48. Although input and output
measures provide bases for measuring progress toward completion, calculations made by engineers, architects, or other qualified personnel
based on physical observation should
be used periodically to verify the results obtained by those methods.
That type of verification of measures
of progress gives assurance somewhat similar to the verification of
perpetual inventory records by
physical inventory-taking in a manufacturing enterprise.
Completion Criteria Under the
Completed-Contract Method

49. As a general rule, a contract
may be regarded as substantially
completed if remaining costs and potential risks are insignificant in
amount. The overriding objectives
are to maintain consistency in determining when contracts are substantially completed and to avoid arbitrary acceleration or deferral of
9. The cost of uninstalled materials specifically produced, fabricated, or constructed
for a project should be included in the
costs used to measure extent of progress.
Such materials consist of items unique to a
project that a manufacturer or supplier
does not carry in inventory and that must
be produced or altered to meet the specifications of the project.
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income. The specific criteria used to
determine when a contract is substantially completed should be followed consistently and should be
disclosed in the note to the financial
statements on accounting policies.
Circumstances to be considered in
determining when a project is substantially completed include, for
example, delivery of the product,
acceptance by the customer, departure from the site, and compliance
with performance specifications.
INCOME DETERMINATIONREVENUE ELEMENTS

50. Estimating the revenue on a
contract is an involved process,
which is affected by a variety of uncertainties that depend on the outcome of a series of future events.
The estimates must be periodically
revised throughout the life of the
contract as events occur and as uncertainties are resolved.
51. The major factors that must
be considered in determining total
estimated revenue include the basic
contract price, contract options,
change orders, claims, and contract
provisions for incentive payments
and penalties. All those factors and
other special contract provisions
must be evaluated throughout the
life of a contract in estimating total
contract revenue.
Basic Contract Price—General

52. The estimated revenue from
a contract is the total amount that a
contractor expects to realize from
the contract. It is determined
primarily by the terms of the contract and the basic contract price.
Contract price may be relatively
fixed or highly variable and subject
to a great deal of uncertainty, depending on the type of contract involved. Appendix B describes basic
contract types and major variations
in the basic types. The total amount
of revenue that ultimately will be
realized on a contract is often subject
to a variety of changing circumstances and accordingly may not be
known with certainty until the parties to the contract have fully performed their obligations. Thus, the
determination of total estimated
revenue requires careful considera-
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tion and the exercise of j u d g m e n t in
assessing the probabilities of future
outcomes.
53. Although fixed-price contracts usually provide for a stated
contract price, a specified scope of
the work to b e performed, and a
specified p e r f o r m a n c e s c h e d u l e ,
they sometimes have adjustment
schedules based on application of
economic price adjustment (escalation), price redetermination, incentive, and other pricing provisions.
Determining contract revenue
under unit-price contracts generally
involves the same factors as under
fixed-price contracts. D e t e r m i n i n g
contract revenue from a time-andmaterial contract requires a careful
analysis of the contract, particularly
if the contract includes guaranteed
maximums or assigns markups to
both labor and materials; and the determination involves consideration
of s o m e of t h e factors d i s c u s s e d
below in regard to cost-plus contracts.
Basic Contract Price—
Cost-Pius Contracts
54. Cost-plus contracts have a
variety of forms (see Appendix B).
T h e various forms h a v e differing
contract terms that affect accounting, such as provisions for reimbursa b l e costs (which a r e g e n e r a l l y
spelled out in the contract), overhead recovery percentages, and
fees. A fee may b e fixed or based on
a percentage of reimbursable costs.
Generally, percentage fees may b e
accrued as they b e c o m e billable,
since they are a percentage of costs
incurred, and profits should therefore b e recognized as costs are incurred. Cost-plus contracts often inc l u d e p r o v i s i o n s for g u a r a n t e e d
maximum total reimbursable costs or
target penalties and rewards relating
to underruns and overruns of p r e d e termined target prices, completion
dates, and plant capacity on completion of the project.
55. O n e p r o b l e m p e c u l i a r to
cost-plus contracts involves the determination of the amounts of reimbursable costs that should b e r e flected as revenue. Under some contracts, particularly service-type contracts, a contractor acts solely in the
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capacity of an agent (construction
manager) and has no risks associated
with costs managed. This relationship may arise, for example, if an
owner awards a construction management contract to one entity and a
construction contract to another. If
the contractor, serving as the construction manager, acts solely as an
agent, his revenue should include
only the fee and should exclude subcontracts negotiated or managed on
behalf of the owner and materials
purchased on behalf of the owner.
56. In other circumstances, a
contractor acts as an ordinary principal under a cost-plus contract. For
example, the contractor may b e responsible to employees for salaries
and wages and to subcontractors and
other creditors for materials and services, and h e may h a v e t h e discretionary responsibility to procure
and manage the resources in performing the contract. The contractor
should include in revenue all reimbursable costs for which he has risk
or on which his fee was based at the
time of bid or negotiation. In addition, revenue from overhead percentage recoveries and the earned
fee should be included in revenue.
57. Another concern associated
with cost-plus contracts relates to
materials furnished by a customer or
purchased by the contractor as an
agent for the customer. Often, particularly for large, complex projects,
customers may be more capable of
carrying out the procurement function or may have more leverage with
suppliers t h a n t h e contractor. I n
those circumstances, the contractor
generally informs the customer of
the nature, type, and characteristics
or specifications of the materials required and may even purchase the
required materials and pay for them,
using customer purchase orders and
checks drawn against the customer's
bank account. If the contractor is res p o n s i b l e for t h e n a t u r e , t y p e ,
characteristics, or specifications of
material that the customer furnishes
or that the contractor purchases as
an agent of the customer, and if the
contractor is responsible for the ultimate acceptability of performance
of the project based on such material, the value of those items should
b e included as contract price and re-

f l e c t e d as r e v e n u e a n d costs in
periodic reporting of operations. As
a general rule, revenues and costs
should include all items for which
the contractor has an associated risk,
including items on which his contractual fee was based.
Change Orders
58. Change orders are modifications of an original contract that effectively change the provisions of the
contract without adding new provisions. T h e y may b e initiated by
either the contractor or the customer, and they include changes in
specifications or design, method or
m a n n e r of performance, facilities,
e q u i p m e n t , materials, site, and
period for completion of the work.
Many change orders are unpriced;
that is, the work to b e performed is
defined, but the adjustment to the
contract price is to b e negotiated later. For some change orders, both
scope and price may be unapproved
or in dispute. Accounting for change
orders depends on the underlying
circumstances, which may differ for
each change order depending on the
customer, the contract, and the nature of the change. Change orders
should therefore b e evaluated individually according to their characteristics and the circumstances in
which they occur. Contract revenue
and costs should be adjusted to reflect change orders approved by the
customer and the contractor regarding both scope and price.
59. A c c o u n t i n g for u n p r i c e d
c h a n g e o r d e r s d e p e n d s on t h e i r
characteristics and the circumstances in which they occur. Under
the completed-contract method,
costs attributable to change orders
should b e deferred as contract costs
if it is probable that aggregate contract costs, including costs attributable to change orders, will b e recovered from contract r e v e n u e s . The
following guidelines should b e followed in accounting for change orders under the percentage-ofcompletion method:
a. Costs attributable to change orders should b e treated as costs of
c o n t r a c t p e r f o r m a n c e in t h e
period in which the costs are in-

17

EXPOSURE DRAFT
curred if it is not probable that the
costs will be recovered through a
change in the contract price.
b. If it is probable that the costs will
b e recovered through a change in
t h e c o n t r a c t p r i c e , t h e costs
s h o u l d b e d e f e r r e d (excluded
from the cost of contract performance) until the parties have
agreed on the change in contract
p r i c e , or, a l t e r n a t i v e l y , t h e y
should b e treated as costs of contract performance in the period in
which they are incurred, and contract r e v e n u e should b e recognized to the extent of the costs incurred. Recovery should be
d e e m e d p r o b a b l e if t h e future
event or events necessary for recovery are likely to occur. Some
of t h e factors t o c o n s i d e r in
evaluating w h e t h e r recovery is
probable are the customer's written approval of the scope of the
change order, separate documentation for change order costs
that are identifiable and reasonable, and the entity's favorable
experience in negotiating change
orders, especially as it relates to
the specific type of contract and
change order being evaluated.
The amount of costs deferred or
r e v e n u e r e c o g n i z e d should b e
disclosed in the notes to the financial statements.
c. If the adjustment of the contract
price can b e estimated reliably
and if it is probable that the adj u s t e d c o n t r a c t p r i c e will b e
realized, t h e original contract
price should b e adjusted when
the costs are recognized as costs of
contract performance. However,
since t h e substantiation of the
amount of estimated future revenues is difficult, recording contract r e v e n u e in excess of t h e
costs a t t r i b u t a b l e to u n p r i c e d
change orders should b e rare.
This would happen, for example,
when a contractor has received a
bona fide pricing offer from a cust o m e r a n d r e c o r d s only t h e
amount of the bona fide offer.
60. If change orders are in dispute or are unapproved in regard to
both scope and price, they should b e
evaluated as claims (see paragraphs
62 to 64).

Contract Options
61. If an exercised contract option is significant, it generally results
in a new contract, which should b e
combined with the original contract
if the criteria in paragraph 36 are
met. If the exercised option is not
significant, it should b e treated as a
change order on the original contract.
Claims
62. Claims are amounts in excess
of the agreed contract price that a
contractor seeks to collect from cust o m e r s or o t h e r s for c u s t o m e r caused delays, errors in specifications a n d d e s i g n s , u n a p p r o v e d
change orders, or other causes of unanticipated additional costs. Recognition of amounts of additional contract revenue relating to claims is
appropriate only if it is probable that
the claim will result in additional
contract revenue and if the amount
can b e reliably estimated. Those two
r e q u i r e m e n t s are satisfied by t h e
existence of all the following conditions:
a. T h e contract or other evidence
p r o v i d e s a legal basis for t h e
claim; or a legal opinion has b e e n
obtained, stating that u n d e r the
circumstances there is a reasonable basis to support the claim.
b. Additional costs are caused by circumstances that were unforeseen
at the contract date and are not
the result of deficiencies in the
contractor's performance.
c. Costs associated with the claim
are identifiable and are reasonable in view of t h e work p e r formed.
d. T h e e v i d e n c e s u p p o r t i n g t h e
claim is objective and verifiable,
not based on management's "feel"
for t h e situation or on u n s u p ported representations.
If the foregoing r e q u i r e m e n t s are
met, revenue from a claim should b e
recorded only to the extent that contract costs relating to the claim have
been incurred. The amounts recorded, if material, should b e disclosed in the notes to the financial
statements.
63. However, a practice such as
recording revenues from claims only

w h e n the amounts have b e e n r e ceived or awarded may b e used. If
t h a t p r a c t i c e is followed, t h e
amounts should b e disclosed in the
notes to the financial statements.
64. If the requirements in paragraph 62 are not met or if those requirements are met but the claim
exceeds the recorded contract costs,
a contingent asset should b e disclosed in accordance with paragraph
17 of FASB Statement no. 5.
INCOME DETERMINATIONCOST ELEMENTS
65. Contract costs must b e identified, estimated, and accumulated
with a reasonable degree of accuracy
in determining income earned. At
any time during the life of a contract,
total estimated contract cost consists
of two components: costs incurred to
date and estimated cost to complete
the contract. A company should b e
able to determine costs incurred on a
contract with a relatively high degree of precision, depending on the
adequacy and effectiveness of its cost
accounting system. The procedures
or systems used in accounting for
costs vary from relatively simple,
manual procedures that produce relatively modest amounts of detailed
analysis to sophisticated, computer-based systems that p r o d u c e a
great deal of detailed analysis. Despite the diversity of systems and
procedures, however, an objective
of each system or of each set of proc e d u r e s should b e to accumulate
costs properly and consistently by
contract with a sufficient degree of
accuracy to assure a basis for the
satisfactory m e a s u r e m e n t of earnings.
Contract Costs
66. Accounting for contract costs
has some similarities to accounting
for production costs in a manufacturing enterprise. Contract costs are accumulated in the same manner as
inventory costs and are charged to
operations as the related r e v e n u e
from contracts is recognized. Contract costs generally include all direct material and direct labor costs
and indirect costs identifiable with
the contracts. However, practice
varies for certain types of indirect
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costs considered allocable to contracts, for example, support costs
(such as central preparation and processing of job payrolls, billing and
collection costs, and bidding and estimating costs).
67. Authoritative accounting
pronouncements require that costs
be considered period costs if they
cannot be clearly related to production, either directly or by an allocation based on their discernible future benefits.
68. Income is recognized over
the term of the contract under the
percentage-of-completion method
and is deferred until performance is
substantially complete under the
completed-contract method. None
of the characteristics peculiar to
those methods, however, require
accounting for contract costs to deviate in principle from the basic
framework established in existing
authoritative literature applicable to
inventories or business enterprises
in general.
69. The division recommends
the following principles, which are
consistent with generally accepted
accounting principles for inventory
and production costs, in accounting
for and reporting contract costs:
a. All direct material and labor costs
should be included in contract
costs.
b. Indirect costs allocable to contracts include the costs of indirect
labor, contract supervision, tools
and equipment, supplies, quality
control and inspection, insurance,
repairs and maintenance, and depreciation and amortization. Indirect cost allocation methods may
include allocations based on direct labor costs, direct labor
hours, or a combination of direct
labor and material costs. Support
costs, such as central preparation
and processing of payrolls, may
reasonably be allocated to contracts in some instances and not in
others because of differences in
circumstances. Determining the
appropriateness of such an allocation is thus a matter of judgment.
c. General and administration costs
ordinarily should be charged to
expense as incurred but may be

d.

e.

f.

g.
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accounted for as contract costs
under the completed-contract
method of accounting.10 For government contractors, a portion of
such costs may be charged to contract costs under the percentageof-completion method if the costs
are clearly identifiable with contract revenue. 11
Selling costs, such as bidding and
estimating costs, should be excluded from contract costs and
charged to expense as incurred.
Costs under cost-plus contracts
should be charged to contract
costs in conformity with generally
accepted accounting principles in
the same manner as costs under
other types of contracts because
unrealistic profit margins may result in circumstances in which
reimbursable cost accumulations
omit substantial contract costs
(with a resulting larger fee) or include substantial unallocable general and administrative costs (with
a resulting smaller fee).
In computing estimated gross
profit or providing for losses on
contracts, estimates of cost to
complete should reflect all of the
types of costs included in contract
costs.
Inventoriable costs should not be

10. Paragraph 10 of ARB 45, Long-Term
Construction-Type Contracts, states;
When the completed-contract method is
used, it may be appropriate to allocate general and administrative expenses to contract
costs rather than to periodic income. This
may result in a better matching of costs and
revenues than would result from treating
such expenses as period cost, particularly in
years when no contracts were completed.

11. The AICPA industry audit guide, Audits
of Government Contractors,
states,
"Practice varies among government contractors as to the extent to which costs are
included in inventory. Some contractors
include all direct costs and only certain
indirect costs. . . . Other contractors record in inventory accounts all costs identified with the contract including allocated general and administrative . . . expenses." The guide points out that many
accountants believe that the practice of
allocating general and administrative expenses to contract costs, which is permitted under the completed-contract
method by paragraph 10 of Accounting
Research Bulletin no. 45, may appropriately be extended to government contracts because they believe that "all costs
under the contract are directly associated
with the contract revenue, and both
should be recognized in the same
period."

carried at amounts greater than
the estimated realizable value of
the related contracts.
h. The nature of costs assigned to
contracts should be disclosed in
the notes to the financial
statements, including identification of the major types of costs included in contract costs.
Interest costs should be accounted
for in accordance with FASB Statement no. 34, Capitalization of Interest Cost, which was issued by the
FASB in October 1979.
Precontract Costs

70. In practice, costs are deferred in anticipation of future contract sales in a variety of circumstances. The costs may consist of (a)
costs incurred in anticipation of a
specific contract that will result in no
future benefit unless the contract is
obtained (such as the costs of mobilization, engineering, architectural, or
other services incurred on the basis
of commitments or other indications
of interest in negotiating a contract),
(b) costs incurred for assets to be
used in connection with specific anticipated contracts (for example,
costs for the purchase of production
equipment, materials, or supplies),
(c) costs incurred to acquire or produce goods in excess of the amounts
required under a contract in anticipation of future orders for the same
item, and (d) learning, start-up, or
mobilization costs incurred for anticipated but unidentified contracts.
71. Learning or start-up costs
are sometimes incurred in connection with the performance of a contract or a group of contracts. In some
circumstances, follow-on or future
contracts for the same goods or services are anticipated. Such costs
usually consist of labor, overhead,
rework, or other special costs that
must be incurred to complete the
existing contract or contracts in
progress and are distinguished from
research and development costs.12 A
direct relationship between such

12. Statement of Financial Accounting Standards no. 2, Accounting for Research and
Development Costs, requires that research and development costs be charged
to expense when incurred.
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costs and the anticipated future contracts is often difficult to establish,
and the receipt of future contracts
often cannot reasonably be anticipated.

penses as incurred because their
recovery is not considered probable should not be reinstated by a
credit to income on the subsequent receipt of the contract.

72. The division recommends
the following accounting for precontract costs:

Cost Adjustments Arising from Back
Charges

a. Costs that are incurred for a
specific anticipated contract and
that will result in no future benefits unless the contract is obtained
should not be included in contract
costs or inventory before the receipt of the contract. However,
such costs may be otherwise deferred, subject to evaluation of
their probable recoverability, but
only if the costs can be directly
associated with a specific anticipated contract and if their recoverability from that contract is
probable.
b. Costs incurred for assets, such as
costs for the purchase of materials, production equipment, or
supplies, that are expected to be
used in connection with anticipated contracts may be deferred
outside the contract cost or inventory classification if their recovery
from future contract revenue or
from other dispositions of the assets is probable.
c. Costs incurred to acquire or produce goods in excess of the
amounts required for an existing
contract in anticipation of future
orders for the same items may be
treated as inventory if their recovery is probable.
d. Learning or start-up costs incurred in connection with existing
contracts and in anticipation of
follow-on or future contracts for
the same goods or services should
usually be charged to the existing
contracts. 13
e. Costs appropriately deferred in
anticipation of a contract may be
included in contract costs on the
receipt of the anticipated contract.
f. Costs related to anticipated contracts that are charged to ex13. See footnote 6, which indicates that the
division is preparing a statement of position on program accounting for consideration by the FASB.

73. Back charges are billings for
work performed or costs incurred by
one party that, in accordance with
the agreement, should have been
performed or incurred by the party
to whom billed. These frequently
are disputed items. For example,
owners bill back charges to general
contractors, and general contractors
bill back charges to subcontractors.
Examples of back charges include
charges for cleanup work and
charges for a subcontractor's use of a
general contractor's equipment.
74. A common practice is to net
back charges in the estimating process. The division recommends the
following procedures in accounting
for back charges:
• Back charges to others should be
recorded as receivables and, to
the extent considered collectible,
should be applied to reduce contract costs. However, if the billed
party disputes the propriety or
amount of the charge, the back
charge is in effect a claim, and the
criteria for recording claims apply.
• Back charges from others should
be recorded as payables and as
additional contract costs to the extent that it is probable that the
amounts will be paid.
Estimated Cost to Complete

75. The estimated cost to complete, the other component of total
estimated contract cost, is a significant variable in the process of determining income earned and is thus
a significant factor in accounting for
contracts. The latest estimate may
be determined in a variety of ways
and may be the same as the original
estimate. Practices in estimating
total contract costs vary, and guidance is needed in this area because
of the impact of those practices on"
accounting. The following practices
should be followed:

a. Systematic and consistent procedures that are correlated with the
cost accounting system should be
used to provide a basis for periodically comparing actual and estimated costs.
b. In estimating total contract costs,
the quantities and prices of all
significant elements of cost should
be identified.
c. The estimating procedures should
provide that estimated cost to
complete includes the same elements of cost that are included in
actual accumulated costs; also,
those elements should reflect expected price increases.
d. The effects of future wage and
price escalations should be taken
into account in cost estimates, especially when the contract performance will be carried out over
a significant period of time. Escalation provisions should not be
blanket overall provisions but
should cover labor, materials, and
indirect costs based on percentages or amounts that take into
consideration experience and
other pertinent data.
e. Estimates of cost to complete
should be reviewed periodically
and revised as appropriate to reflect new information.
COMPUTATION OF INCOME
EARNED FOR A PERIOD UNDER
THE PERCENTAGE-OFCOMPLETION METHOD

76. Total estimated gross profit
on a contract, the difference between total estimated contract revenue and total estimated contract
cost, must be determined before the
amount earned on the contract for a
period can be determined. The portion of total revenue earned or the
total amount of gross profit earned to
date is determined by the measurement of the extent of progress toward completion using one of the
methods discussed in paragraphs 41
to 47 of this statement. The computation of income earned for a period
involves a determination of the portion of total estimated contract revenue that has been earned to date
(earned revenue) and the portion of
total estimated contract cost related
to that revenue (cost of earned reve-
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nue). Two different approaches to
d e t e r m i n i n g e a r n e d r e v e n u e and
cost of earned revenue are widely
used in practice, and the division is
not now recommending that either
of the two approaches is preferable.
Instead, both of the alternative approaches and their underlying
rationales are described, with attention focused on the differences.
Alternative A
77. T h e majority of t h e Construction Contractor Guide Committee and others believe that the portion of total estimated contract revenue earned to date should be determined by the measurement of the
extent of progress toward completion and that, in accordance with the
matching concept, the measurement
of extent of progress toward completion should also b e used to allocate a
portion of total estimated contract
cost to the revenue recognized for
the period. They believe that this
p r o c e d u r e r e s u l t s in r e p o r t i n g
earned revenue, cost of earned reve n u e , and gross profit consistent
with the m e a s u r e m e n t of contract
performance. Moreover, they b e lieve that, if there are no changes in
estimates during the performance of
a contract, the procedure also results
in a consistent gross profit percentage from period to period. However,
they recognize that a consistent
gross profit percentage is rarely obtained in practice because of the
n e e d to b e responsive in the accounting process to changes in estimates of contract revenues, costs,
earned revenue, and gross profits. In
a c c o r d a n c e w i t h this p r o c e d u r e ,
earned revenue, cost of earned revenue, and gross profit should b e determined as follows:
a. Earned Revenue to date should b e
computed by multiplying total estimated contract revenue by the
percentage of completion (as determined by one of the acceptable
methods of measuring the extent
of progress toward completion).
The excess of the amount over the
earned revenue reported in prior
periods is the earned revenue that
should be recognized in the income statement for the current
period.
b. Cost of Earned

Revenue

for the

period should b e computed in a
similar m a n n e r . Cost of earned
revenue to date should b e comp u t e d by multiplying total estimated contract cost by the percentage of completion on the contract. The excess of that amount
over the cost of earned revenue
reported in prior periods is the
cost of e a r n e d r e v e n u e t h a t
should b e recognized in the income statement for the current
period. The difference between
total cost incurred to date and cost
of earned r e v e n u e to date should
b e reported on the balance sheet.
c. Gross Profit on a contract for a
period is the excess of earned reve n u e over the cost of earned revenue.
See Appendix D for an illustration of
the computation.
Alternative B
78. A minority of the committee
and others believe that t h e measurement of the extent of progress
toward completion should b e used to
determine the amount of gross profit
earned to date and that the earned
revenue to date is the sum of the
total cost incurred on the contract
a n d t h e a m o u n t of gross profit
earned. They believe that the cost of
work performed on a contract for a
period, including materials, labor,
s u b c o n t r a c t o r s , a n d o t h e r costs,
should b e the cost of earned revenue
for the period. They believe that the
amount of costs incurred can b e objectively determined, does not depend on estimates, and should b e
the amount that enters into the accounting determination of income
earned. They recognize that, under
the procedure that they advocate,
gross profit p e r c e n t a g e s will vary
from p e r i o d to p e r i o d unless the
cost-to-cost method is used to measure the extent of progress toward
completion. However, they believe
that varying profit percentages are
c o n s i s t e n t w i t h t h e existing authoritative literature when costs incurred do not provide an appropriate
measure of the extent of progress
toward completion. In accordance
with Alternative B, earned revenue,
cost of earned revenue, and gross
profit are determined as follows:
a. Earned Revenue

is the amount of

gross profit earned on a contract
for a period plus the costs incurred on the contract during the
period.
b. Cost of Earned Revenue is t h e
cost incurred during the period,
excluding the cost of materials not
unique to a contract that have not
b e e n used for the contract a n d
costs incurred for subcontracted
work that is still to be performed.
c. Gross Profit earned on a contract
should be computed by multiplying the total estimated gross profit
on the contract by the percentage
of completion (as determined b y
one of the acceptable methods of
measuring extent of progress toward completion). The excess of
that amount over the amount of
gross profit r e p o r t e d in p r i o r
periods is the earned gross profit
that should be recognized in the
income statement for the c u r r e n t
period.
See Appendix D for an illustration of
the computation.
REVISED ESTIMATES
79. Adjustments to the original
estimates of the total contract revenue, total contract cost, or extent of
progress toward completion are
often required as work progresses
under the contract and as experience
is gained, even though the scope of
the work required u n d e r the contract may not change. The nature of
accounting for contracts is such that
refinements of the estimating process for changing conditions and n e w
developments are continuous a n d
c h a r a c t e r i s t i c of t h e p r o c e s s .
Additional information that enhances and refines the estimating
process is often obtained after the
balance sheet date but before the issuance of the financial statements;
such information should result in an
adjustment of the unissued financial
statements. Events occurring after
the date of the financial statements
that are outside the normal exposure
a n d risk aspects of t h e c o n t r a c t
should not b e considered refinements of the estimating process of
the prior year b u t should b e disclosed as subsequent events.
80. Revisions in revenue, cost,
and profit estimates or in measure-
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ments of the extent of progress toward completion are changes in acc o u n t i n g e s t i m a t e s as defined in
A P B O p i n i o n 20,
Accounting
Changes.14
That opinion has been
interpreted to permit the following
two alternative methods of accounting for changes in accounting estimates:
• Cumulative
Catch-up.
Account
for the change in estimate in the
period of change so that the bala n c e s h e e t at t h e e n d of t h e
period of change and the accounting in subsequent periods are as
they would have been if the revised estimate had b e e n the original estimate.
• Reallocation. Account for the effect of the change ratably over the
period of change in estimate and
subsequent periods.
Although both methods are used in
practice to account for changes in estimates of total revenue, total costs,
or e x t e n t of p r o g r e s s u n d e r t h e
percentage-of-completion method,
the cumulative catch-up method is
more widely used. Accordingly, to
narrow the areas of differences in
practice, such changes should b e acc o u n t e d for b y t h e c u m u l a t i v e
catch-up method. See Appendix F
for an illustration of the computation. Although estimating is a continuous and normal process for companies engaged in the contracting
business, the effects of revisions of
contract estimates should b e disclosed, as required by paragraph 33
of APB Opinion 20, if they have a
material effect on financial position
or operating results. 1 5

14. Paragraph 3 1 of APB Opinion 20, Accounting Changes, requires that "the effect of a change in accounting estimate
should b e accounted for in (a) t h e period
of change if t h e change affects that period
only or (b) t h e period of change and future
periods if t h e change affects b o t h . "
15. Paragraph 33 of APB Opinion 20 states:
The effect on income before extraordinary
items, net income and related per share
amounts of the current period should be disclosed for a change in estimate that affects
several future periods, such as a change in
service lives of depreciable assets or actuarial
assumptions affecting pension costs. Disclosure of the effect on those income statement
amounts is not necessary for estimates made
each period in the ordinary course of accounting for items such as uncollectible accounts or inventory obsolescence; however,
disclosure is recommended if the effect of a
change in the estimate is material.

PROVISIONS FOR ANTICIPATED
LOSSES ON CONTRACTS
81. W h e n the current estimates
of total contract revenue and contract cost indicate a loss, a provision
for the entire loss on the contract
s h o u l d b e m a d e . P r o v i s i o n s for
losses should b e made in the period
in w h i c h t h e y b e c o m e e v i d e n t
u n d e r e i t h e r t h e percentage-ofc o m p l e t i o n m e t h o d or t h e completed-contract method. If a group of
contracts meets the criteria in paragraph 36 for combining, they may b e
treated as a unit in determining the
necessity for a provision for a loss. If
contracts are s e g m e n t e d based on
the criteria in paragraph 38 or 39 of
this statement, the individual segments should b e considered separately in determining the need for a
provision for a loss.
82. Losses on c o s t - p l u s contracts, although less frequent, may
arise if, for example, a contract prov i d e s for g u a r a n t e e d m a x i m u m
reimbursable costs or target penalties. In recognizing losses for accounting purposes, the contractor's
n o r m a l cost a c c o u n t i n g m e t h o d s
should b e used in determining the
total cost overrun on the contract,
and losses should include provisions
for performance penalties.
83. The costs used in arriving at
t h e e s t i m a t e d loss on a contract
should include all direct contract
costs, including costs allocated from
direct cost pools. Such pools may include distributable direct costs that
are impossible or impracticable to
c h a r g e out to contract cost on a
specific identification basis. T h e y
may include costs of items such as
equipment, small tools, and miscell a n e o u s s u p p l i e s . I n d i r e c t costs
should also b e included in estimated
total cost and should be allocated to
contract cost on a suitable basis.
Other factors that should b e considered in arriving at the projected loss
on a contract include target penalties
and rewards, nonreimbursable costs
on cost-plus contracts, change orders, and potential price redeterminations. In anticipating losses on
contracts accounted for u n d e r the
percentage-of-completion method,'
general and administrative expenses
should be included only in circum-

stances in which such expenses are
allocated as contract costs according
to paragraph 69(c) of this statement.
In circumstances in which general
a n d a d m i n i s t r a t i v e e x p e n s e s are
treated as contract costs under the
completed-contract m e t h o d of accounting, the estimated loss should
include the same types of general
and administrative expenses.
84. The provision for loss arises
because estimated cost for the contract exceeds e s t i m a t e d r e v e n u e .
Consequently, the provision for loss
should b e accounted for in the income statement as an additional contract cost rather than as a reduction
of contract revenue, which is a function of contract price, not cost. Unless t h e p r o v i s i o n is m a t e r i a l in
amount or unusual or infrequent in
nature, the provision should b e included in contract cost and need not
b e shown separately in the income
statement. If it is shown separately,
it should b e shown as a component of
the cost included in the computation
of gross profit.
85. Provisions for losses on contracts should b e shown separately as
liabilities on the balance sheet, except in circumstances in which related costs are accumulated on the
balance sheet, in which case the
provisions may b e deducted from
the related accumulated costs. In a
classified balance sheet, a provision
shown as a liability should b e shown
as current to the extent that it is expected to require assets classified as
current.

TRANSITION
86. An accounting change from
the completed-contract method or
from the percentage-of-completion
m e t h o d to conform to the recommendations of this statement of position should b e made retroactively by
restating the financial statements of
prior periods. The restatement
should b e made on the basis of current information if historical information is not available. If the inform a t i o n for r e s t a t e m e n t of p r i o r
periods is not available on either a
historical or current basis, financial
statements and summaries should b e
restated for as many consecutive
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prior periods preceding the transition date of this statement as is practicable, and the cumulative effect on
the retained earnings at the beginning of the earliest period restated
(or at the beginning of the period in
which the statement is first applied if
it is not practicable to restate any
prior periods) should be included in
determining net income for that
period (see paragraph 20 of APB
Opinion 20, Accounting Changes).

EXPOSURE DRAFT
Disclosures should be made in the
financial statements in the period of
change in accordance with paragraph
28 of APB Opinion 20.
87. Accounting changes to conform to the recommendations of this
statement of position, other than
those stated in paragraph 86, should
be made prospectively for contracting transactions, new contracts, and
contract revisions entered into on or

after the effective date of this statement. The division encourages earlier application of this statement, including retroactive application to all
contracts regardless of when they
were entered into. Disclosures
should be made in the financial
statements in the period of change in
accordance with paragraph 28 of
APB Opinion 20.
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APPENDIX A

SCHEMATIC CHART OF SOP ORGANIZATION

SCOPE

DETERMINE BASIC ACCOUNTING POLICY

WILL THE BASIC
ACCOUNTING POLICY
BE PERCENTAGE-OFCOMPLETION?
(PARAGRAPH 22)

IS CONTRACT
WITHIN SCOPE OF
STATEMENT?
(PARAGRAPHS 12-15)

DEFINITION OF

"CONTRACTOR"
AND PROFIT
CENTER"
(PARAGRAPHS 16-17)

CRITERIA FOR PERCENTAGE-OF-COMPLETION METHOD AS A BASIC
ACCOUNTING POLICY ARE SET FORTH IN PARAGRAPH 23. THE
ALTERNATIVE BASES FOR CALCULATION ARE DESCRIBED IN
PARAGRAPH 25.

SINGLE AMOUNT
ESTIMATES OF
TOTAL CONTRACT
REVENUE AND
TOTAL CONTRACT
COST

NOTE: ALL PARAGRAPH NUMBERS ABOVE REFER TO TEXT OF SOP.
*lf computation results in a loss, see paragraphs 81-85.

RANGE OF
AMOUNTS
ESTIMATED FOR
TOTAL CONTRACT
REVENUE AND
TOTAL CONTRACT
COST

ZERO ESTIMATE
OF
CONTRACT PROFIT

IF NOT PERCENTAGEOF-COMPLETION,
THEN USE COMPLETED CONTRACT
(PARAGRAPHS 30-33)
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DETERMINE PROFIT CENTER

DETERMINE INCOME

COMPUTE INCOME
UNDER PROFIT
CENTER CONCEPT
(PARAGRAPHS 76-78)*

WILL THE PROFIT
CENTER BE A SINGLE
CONTRACT?
(PARAGRAPH 34)

IF NOT SINGLE CONTRACT, CRITERIA
FOR OTHER PROFIT CENTERS:

MEASURE
PROGRESS
(PARAGRAPHS 40-49)

DETERMINE
REVENUE
(PARAGRAPHS 50-64)

DETERMINE

COST
(PARAGRAPHS 65-75)

• REVISED ESTIMATES (PARAGRAPHS 79-80) •

COMBINING
CONTRACTS

(PARAGRAPHS 35-36)

SEGMENTING
A CONTRACT

(PARAGRAPHS 37-39)

APPENDIX B

TYPES OF CONTRACTS
Four basic types of contracts are
distinguished on the basis of their
pricing arrangements in paragraph
15 of this statement: (a) fixed-price
or lump-sum contracts, (b) timeand-material contracts, (c) cost-plus
contracts, and (d) unit-price contracts. This appendix describes the
basic types of contracts in greater detail and briefly describes common
variations of each basic type.

FIXED-PRICE OR LUMP-SUM
CONTRACTS
A fixed-price or lump-sum contract is a contract in which the price
is not usually subject to adjustment
because of costs incurred by the cont r a c t o r . C o m m o n v a r i a t i o n s of
fixed-price contracts are
1. Firm fixed-price contract—A contract in which the price is not subject
to any adjustment by reason of the
cost experience of the contractor or his
performance under the contract.
2. Fixed-price contract with economic
price adjustment.—A contract which
provides for upward or downward revision of contract price upon the occurrence of specifically defined contingencies, such as increases or decreases in material prices or labor
wage rates.
3. Fixed-price contract providing for
prospective periodic redetermination
of price—A contract which provides a
firm fixed-price for an initial number
of unit deliveries or for an initial
period of performance and for prospective price redeterminations either
upward or downward at stated intervals during the remaining period of
performance under the contract.
4. Fixed-price contract providing for
retroactive
redetermination
of
price—A contract which provides for a
ceiling price and retroactive price redetermination (within the ceiling
price) after the completion of the contract, based on costs incurred, with
consideration being given to management ingenuity and effectiveness during performance.

5. Fixed-price contract providing for
firm target cost incentives—A contract
which provides at the outset for a firm
target cost, a firm target profit, a price
ceiling (but not a profit ceiling or
floor), and a formula (based on the relationship which final negotiated total
cost bears to total target cost) for establishing final profit and price.
6. Fixed-price contract providing for
successive target cost incentives—A
contract which provides at the outset
for an initial target cost, an initial
target profit, a price ceiling, a formula
for subsequently fixing the firm target
profit (within a ceiling and a floor established along with the formula, at
the outset), and a production point at
which the formula will be applied.
7. Fixed-price contract providing for
performance incentives—A contract
which incorporates an incentive to the
contractor to surpass stated performance targets by providing for increases in the profit to the extent that
such targets are surpassed and for decreases to the extent that such targets
are not met.
8. Fixed-price level-of-effort
term
contract—A contract which usually
calls for investigation or study in a
specific research and development
area. It obligates the contractor to devote a specified level of effort over a
stated period of time for a fixed dollar
amount. 1

1. Time at marked-up rate.
2. Time at marked-up rate, material
at cost.
3. Time and material at marked-up
rates.
4. G u a r a n t e e d m a x i m u m c o s t —
labor only or labor and material.
COST-PLUS CONTRACTS
Cost-plus contracts p r o v i d e for
r e i m b u r s e m e n t of a l l o w a b l e or
o t h e r w i s e defined costs i n c u r r e d
plus a fee that r e p r e s e n t s profit.
Cost-plus contracts usually only require that the contractor use his best
efforts to accomplish the scope of the
work within some specified time and
some stated dollar limitation. Common variations of cost-plus contracts
are

Time-and-material contracts are
contracts that generally provide for
payments to the contractor on the
basis of direct labor hours at fixed
hourly rates (that cover the cost of
direct labor and indirect expenses
and profit) and cost of materials or
other specified costs. Common variations of time and material contracts
are

1. Cost-sharing contract—A contract
under which the contractor is reimbursed only for an agreed portion of
costs and under which no provision is
made for fee.
2. Cost-without-fee contract—A contract under which the contractor is
reimbursed for costs with no provision
for a fee.
3. Cost-plus-fixed-fee
contract—A
contract under which the contractor is
reimbursed for costs plus the provision for a fixed fee.
4. Cost-plus-award-fee
contract—A
contract under which the contractor is
reimbursed for costs plus a fee consisting of two parts: (1) a fixed amount
which does not vary with performance
and (2) an award amount based on performance in areas such as quality,
timeliness, ingenuity, and costeffectiveness. The amount of award
fee is based upon a subjective evaluation by the government of the contractor's performance judged in light of
criteria set forth in the contract.

1. AICPA industry audit guide, Audits of
Government Contractors (New York:
American Institute of Certified Public Accountants, 1975), pp. 3-4.

5. Cost-plus-incentive-fee
contract
(Incentive based on cost)—A contract
under which the contractor is reimbursed for costs plus a fee which is
adjusted by formula in accordance
with the relationship which total al-

TIME-AND-MATERIAL CONTRACTS
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lowable costs bear to target cost. At
the outset there is negotiated a target
cost, a target fee, a minimum and
maximum fee, and the adjustment
formula.
6. Cost-plus-incentive-fee
contract
(Incentive based on performance)—A
contract under which a contractor is
reimbursed for costs plus an incentive
to surpass stated performance targets
by providing for increases in the fee to
the extent that such targets are surpassed and for decreases to the extent
that such targets are not met. 2
2. AICPA industry audit guide, Audits of
Government Contractors, pp. 4-6.

UNIT-PRICE CONTRACTS
Unit-price contracts are contracts
under which the contractor is paid a
specified amount for every unit of
work performed. A unit-price contract is essentially a fixed-price contract with the only variable being
units of work performed. Variations
in unit-price contracts include the
same type of variations as fixed-price
contracts. A unit-price contract is
normally awarded on the basis of a
total price that is the sum of the
product of the specified units and
unit prices. The method of deter-
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mining total contract price may give
rise to unbalanced unit prices because units to b e delivered early in
the contract may b e assigned higher
unit prices than those to b e delivered as the work under the contract
progresses.

APPENDIX C

ILLUSTRATIONS OF SEGMENTING CRITERIA
Information relating to the segmenting of contracts for revenue
recognition purposes and the criteria
for segmenting are discussed in
paragraphs 37 to 39. The following
examples illustrate the application of
those criteria in specific circumstances:
1. A design/build
contractor
negotiates a contract that provides
for design engineering, procurement, and construction of a nuclear power plant. The contract
specifies the separate phases of
the work, and, for this type of
project, the phases are frequently
contracted separately. Moreover,
the contractor has a significant
history of providing similar services to other customers contracting for the phases separately.
Such a history shows a relatively
stable pricing policy. The contractor's normal fee on design engineering is 15%, on procurement, 2%, and on construction,
5%. These rates are commensurate with the different levels of
risk attributable to the separate
phases, and the aggregate of the
values of the separate phases produced from such a fee structure is
approximately equal to the overall
contract price. The similarity of
services and prices in the contract
segments to services and the
prices of such services to other
customers contracted separately
is documented and verifiable. The
contract does not meet the first
set of criteria (paragraph 38) but
does meet the second set of
criteria (paragraph 39) and therefore qualifies for segmenting.
However, if any one of the required conditions in paragraph 39
is not met, segmenting would not
be appropriate. For example, the
contractor's significant history
might have been with fossil fueled
instead of nuclear powered
generating plants. Or the dif-

ferent gross profit rates, even
though supported by the contractor's history, might not be justified by different levels of risk or
by disparities in the relationship
of supply and demand for the
segment services. Such circumstances could arise from an erratic
or unusual labor market for a particular project.
2. A contract provides for construction of an apartment building,
swimming pool, and other
amenities. The contractor has a
significant history of providing
similar services to other customers who have contracted for such
services separately. His significant history is one of a relatively
stable pricing policy. He wishes
to assign values to the segments
on the basis of his normal historical prices and terms to such customers. On that basis, the aggregate of the segment values will
approximate the total contract
price. However, although this
contractor performs the phases
separately, the practice is unusual
and is not done by other contractors in the industry. Also, the different gross profit rates that the
contractor would ascribe to the
segments based on his history
cannot practicably be related to
economic risk or supply and demand disparities. Since the facts
do not meet the criteria in either
paragraph 38 or 39, the contract
should not be segmented.
3. A contractor is a road builder,
performing alternately under contracts in which much of the work
is subcontracted and under contracts in which he performs all the
work himself. Under contracts involving subcontractors, the contractor generally realizes a lower
profit margin due to the spread of
risk to subcontractors. He therefore wishes to segment his contract revenues between the sub28

contracted portions of the work
and the portions that he performs
himself, assigning a greater
amount of revenue to the latter
and a lesser amount to the former.
His history with both types of
work is significant and is supported by a relatively stable pricing policy. However, it is not customary for the portions of the
work to which the greater
amounts of revenue are to be ascribed to be contracted separately
from the other portions. The contract should not be segmented
since the criteria in paragraphs 38
and 39 have not been met.
4. An electrical and mechanical subcontractor is awarded both the
electrical and mechanical work
based on separate, independent
bids. Separate subcontracts are
signed and become the profit centers for profit recognition purposes. Had the work been
negotiated as a package, the contract might have been segmented
only if the criteria in either paragraph 38 or 39 had been met.
5. A contractor is awarded a contract
to construct three virtually identical generating power plants in different locations. His costs will
vary because of differences in site
work, transportation, labor conditions, and other factors at the
three locations. He wishes to
segment contract revenues in response to cost differences. He has
a significant history of constructing generating plants under separate contracts under a relatively
stable pricing policy. However,
segmenting contract revenues on
this basis would not be commensurate with the different levels of
risk or the supply or demand disparities of the three projects. The
contract should not be segmented
in these circumstances.

APPENDIX D

ILLUSTRATIONS OF ALTERNATE METHODS OF DETERMINING
EARNED REVENUE, COST OF EARNED REVENUE,
AND GROSS PROFIT ON CONTRACTS
UNDER THE
PERCENTAGE-OF-COMPLETION METHOD
Illustration of the Alternative A Procedure of Computing income Earned
Under the Percentage-of-Completion Method
The following hypothetical data are used to illustrate the computation of income earned under the Alternative A
procedure. A contracting company has a lump-sum contract for $9 million to build a bridge at a total estimated cost of $8
million. The construction period covers three years. Financial data during the construction period are as follows:

Year 7

Year 2

Year 3

(in thousands of dollars)
Total estimated revenue
Cost incurred to date
Estimated cost to complete
Total estimated cost
Estimated gross profit
Billings to date
Collections to date
Measure of progress

$9,000
$2,050
6,000
$8,050
$ 950
$1,800
$1,500
25%

$9,100
$6,100
2,000
$8,100
$1,000
$5,500
$5,000
75%

$9,200
$8,200
—
$8,200
$1,000
$9,200
$9,200
100%

The amount of revenue, costs, and income recognized in the three periods would be as follows:

To Date
Year 1 (25% completed)
Earned revenue ($9,000,000 X .25)
Cost of earned revenue ($8,050,000 X .25)
Gross profit
Gross profit rate
Year 2 (75% completed)
Earned revenue ($9,100,000 X .75)
Cost of earned revenue ($8,100,000 X .75)
Gross profit
Gross profit rate
Year 3 (100% completed)
Earned revenue
Cost of earned revenue
Gross profit
Gross profit rate

Recognized
Prior Year
Current Year
(in thousands of dollars)

$2,250.0
2,012.5
$ 237.5
10.5%

29

$2,250.0
2,012.5
$ 237.5
10.5%

$6,825.0
6,075.0
$ 750.0
11.0%

$2,250.0
2,012.5
$ 237.5
10.5%

$4,575.0
4,062.5
$ 512.5
11.2%

$9,200.0
8,200.0
$1,000.0
10.9%

$6,825.0
6,075.0
$ 750.0
11.0%

$2,375.0
2,125.0
$ 250.0
10.5%
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C o m p a r i s o n of A l t e r n a t i v e A a n d A l t e r n a t i v e B

The following hypothetical data are used to compare the income statement and balance sheet effects of Alternative A
and Alternative B:
Estimated Contract

$1,000,000
900,000
$ 100,000
10%

Revenues
Cost
Gross profit
% of gross profit
Annual Information

Year 1
Billings
Cost incurred
% complete
Year 2
Billings
Cost incurred
% complete
Year 3
Billings
Cost incurred
% complete

To Date

Current

$ 200,000
300,000
25%

$200,000
300,000

$ 750,000
650,000
75%

$550,000
350,000

$1,000,000
900,000
100%

$250,000
250,000

The results of measuring earned revenues, cost of earned revenues, and gross profit by Alternative A and Alternative
B would be as follows:
Method

Income Statement
Year 1
Earned revenue
Costs of earned revenue
Gross profit
% of gross profit
Year 2
Earned revenue
Cost of earned revenue
Gross profit
% of gross profit
Year 3
Earned revenue
Cost of earned revenue
Gross profit
% of gross profit
Balance Sheet Debit (Credit)
Year 1
Cost of uncompleted contracts and
estimated profit in excess of
billings
Unbilled revenues
Year 2
Excess of billings over costs incurred and
estimated earnings on uncompleted
contracts
Excess billings

Alternative A

Alternative B

$250,000
225,000
$ 25,000

$325,000
300,000
$ 25,000

10%

7.7%

$500,000
450,000
$ 50,000

$400,000
350,000
$ 50,000

10%

12.5%

$250,000
225,000
$ 25,000

$275,000
250,000
$ 25,000

10%

9.1%

$125,000
$125,000

$(25,000)
$(25,000)
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Discussion of the Results Under the Two Methods
Under Alternative A, earned revenue, cost of earned revenue, and gross profit are measured by the extent of
progress toward completion. Under Alternative B, only the amount of gross profit is measured by the extent of progress
toward completion. Therefore, the same amount of gross profit is reported under either method. However, under
Alternative B, earned revenue is the amount of costs incurred during the period plus the amount of gross profit
recognized based on the extent of progress toward completion, and the cost of earned revenue is the amount of costs
incurred during the period. For that reason, earned revenue and cost of earned revenue under Alternative B are not
comparable to the measurement of extent of progress toward completion unless the extent of progress is measured by
the cost-to-cost method.
Except for differences in the descriptive account titles, the net balance sheet effect under the two methods is the
same.

APPENDIX E
(Exhibits 1 through 8)

CASE EXAMPLES OF COMPUTATIONS OF INCOME EARNED
(All Computations Are Based on the Alternative A Procedure)
Exhibit Description

Exhibit Number

Cost-to-Cost Method
Labor-Hours Method
Construction Management
Unit Price
Zero Profit
Loss Contract
Combining
Segmenting

1
2
3
4
5
6
7
8
Exhibit 1—Cost-to-Cost Method

A general contractor specializes in the construction of commercial and industrial buildings. The contractor is experienced in bidding long-term construction projects of this type, with the typical project lasting fifteen to twenty-four
months. The contractor uses the percentage-of-completion method of revenue recognition since, given the characteristics of the contractor's business and contracts, it is the most appropriate method. That is, the contracts entered into by
the contractor normally specify clearly the rights of the parties regarding services to be provided, consideration, etc.;
and the contractor has demonstrated the ability to provide dependable estimates of contract revenue, contract costs,
and gross profit. Progress toward completion is measured on the basis of incurred costs to estimated total costs since, in
the opinion of management, this basis of measurement is most appropriate in the circumstances.
The company began work on a lump-sum contract at the beginning of year 1. As bid, the statistics were as follows:

Lump-sum price
Estimated costs
Labor
Materials and subcontractors
Indirect cost
Estimated gross profit

$1,500,000
$300,000
800,000
100,000

1,200,000
$ 300,000

After construction began, a change order was negotiated, increasing the lump-sum price by $150,000 at an estimated
additional contract cost of $120,000 (labor-$10,000, materials-$110,000).
At the end of the first year, the following was the status of the contract:
Billings to date
Costs incurred to date
Labor
Materials and subcontractors
Indirect costs
Latest forecast total cost ($1,200,000 + $120,000)
Standard electrical and mechanical materials stored on the job site,
included in job cost, but not installed
Steel in fabricator's plant, including steel cost of $60,000 and labor cost
based on 1,000 hours of labor at $20 per hour, included in job cost
(steel is 100% complete and has been fabricated specifically to
meet the unique requirements of this project)
32

$ 800,000
$120,000
478,000
50,000

648,000
1,320,000
40,000

80,000
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Computations under t h e percentage-of-completion method are as follows:
Costs incurred to date
Estimated total cost

Measure of progress

$648,000 - $40,000
$1,320,000
Earned revenue

Cost of earned revenue

=

46% complete

=

46% X contract price

=

46% X ($1,500,000 + $150,000)

=

$759,000

=
=

46% X $1,320,000
$608,000

The costs of the electrical and mechanical materials at the job site are excluded from "costs incurred to date" because
the materials consist of stock items and have not yet become an integral part of the project; on the other hand, the
$80,000 of steel is included in "costs incurred to date" because the steel is now specifically fabricated to meet the
specifications of this project and, therefore, may be considered a part of the project at this point.
An entry is therefore required to reclassify the $40,000 cost of materials not installed from accumulated cost of
contracts in progress to materials inventory. Also, an entry must be made to reflect earned revenue and related costs in
the income and expense accounts. On the assumption that all costs related to the contract have been charged to the
balance sheet account, accumulated costs of contracts in progress, and all billings to the balance sheet account, progress
billings, the following entry would be made:
DR
Cost of earned revenue
Estimated earnings on contracts in progress*
Earned revenue

CR

$608,000
151,000
$759,000

* Nominal account, closed to progress billings.
Assuming t h e contract is completed in t h e next year with no change in price or cost, t h e results would appear in t h e
income statement as follows:
Year

Progress measurement at e n d of year
Contract operations
Earned revenue
Costs
Labor
Materials and subcontractors
Indirect costs
Gross profit

I1

2

46%

100%

$759,000
$120,000
438,000
50,000
$608,000
$151,000

100%

$891,000

80%
20%

$190,000
472,000
50,000
$712,000
$179,000

Total

100%

$1,650,000

100%

80%
20%

$ 310,000
910,000
100,000
$1,320,000
$ 330,000

80%
20%

Exhibit 2—Labor-Hours Method
A general contractor specializes in t h e construction of industrial plants for manufacturing-oriented businesses. The
construction period of the typical manufacturing facility may range from thirteen to twenty months. Because of t h e
nature of t h e construction contracts and the practices followed by t h e contractor, it has b e e n determined that t h e
percentage-of-completion method of revenue recognition is appropriate for him. More specifically, the contracts
entered into by t h e contractor explicitly state t h e rights of the parties concerning services to b e provided, consideration
to b e given or received, etc. In conjunction with the contractor's experience with estimating contract revenue and
contract costs, the nature of the construction contracts referred to above provides a sound basis for t h e contractor using
percentage-of-completion as his revenue recognition basis.
It is management's opinion that the labor-hours method is t h e best measure of progress toward completion. Estimated labor hours must include the labor hours of the company as well as t h e labor hours of its subcontractors who are
producing goods designed or made specifically for t h e project. For example, if t h e company buys standard steel items
for t h e project, t h e labor hours incurred by t h e steel company in t h e production of these standard items would not b e
included in total labor hours; however, if a steel fabricator buys standard steel items and incurs 1,000 hours of labor in
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the fabrication of such items specifically for the company's project, the 1,000 hours of fabricating labor should be
included in total hours. If management is unable to obtain accurate estimates of its own or all appropriate subcontractors' labor hours at the beginning of the project and as work progresses, the labor-hours method should not be used.
Another appropriate method should be selected.
The company began work on a lump-sum contract at the beginning of year 1. As bid, the statistics were as follows:
Lump-sum price
Estimated costs
Labor
Materials and subcontractors
Indirect cost
Estimated gross profit

$1,500,000
$300,000
800,000
100,000

1,200,000
$ 300,000

In the bid summary above, labor cost represents only the estimated labor cost to be incurred by the general contractor;
material cost includes the cost of all material used in the project (including the fabricated steel).
After construction began, a change order was negotiated, increasing the lump-sum price by $150,000 at an estimated
additional contract cost of $120,000 (labor-$10,000, materials-$110,000).
At the end of the first year, the following was the status of the contract:
Billings to date
Costs incurred to date
Labor
Materials and subcontractors
Indirect costs
Latest forecast total cost ($1,200,000 + $120,000)
Standard electrical and mechanical materials stored on the job site,
included in job cost, but not installed
Steel in fabricator's plant, including steel cost of $60,000 and labor cost
based on 1,000 hours of labor at $20 per hour, included in job cost
(steel is 100% complete and has been fabricated specifically to meet
the unique requirements of the project)

$ 800,000
$120,000
478,000
50,000

$ 648,000
$1,320,000
$

40,000

$

80,000

At the close of period one, the company's labor hours incurred total 6,000, the steel fabricator's 1,000, and all other
subcontractors' 3,080. Estimated total labor hours for the project at completion total 21,000.
Computations under the percentage-of-completion method are as follows:
Measure of progress

=

Earned revenue

=

Cost of earned revenue

=

Labor hours to date (10,080)
Forecast total labor hours (21,000)
48% complete
48% X contract price
48% X ($1,500,000 + $150,000)
48% X $1,650,000
$792,000
48% X estimated total cost
48% X $1,320,000
$633,600

An entry is required to adjust the $40,000 cost of materials that have not entered into the revenue recognition
process from accumulated cost of contracts in progress to materials inventory.
Materials inventory
Cost of contracts in progress

$40,000
$40,000

After the adjustment, the balance of the cost incurred to date remaining in the construction-in-progress account is
$608,000 (i.e., $648,000 - $40,000 = $608,000). However, since the cost of earned revenue as previously computed is
$633,600, an additional adjustment of $25,600 is required to properly state the cost associated with the revenue earned
for the period (i.e., $633,600 - $608,000 = $25,600).
Cost of contract in progress
Liability for contract work to be performed

$25,600
$25,600
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Assuming that the contract is completed in the next fiscal year with no change in price or cost, the results would
appear in the income statement as follows:
Year

1
Contract operations
Earned revenue
Cost of revenue earned
Gross profit

$792,000
633,600
$158,400

2
100%
80%
20%

Total

$858,000
686,400
$171,600

100%
80%
20%

$1,650,000
1,320,000
$ 330,000

100%
80%
20%

Exhibit 3—Construction Management

A construction company enters into a construction management contract for the construction of a paper mill. The
contract is a cost-plus contract in which the contractor acts solely in the capacity of an agent and has no risks associated
with the costs managed. That is, the contractor is not responsible for the nature, type, characteristics, or specifications
of materials or for the ultimate acceptance of the project; moreover, the contractor's fee was based on the lack of risk
inherent in the negotiated contract.
Consistent with the "risk-free" nature of the management contract, the company measures job progress based on the
labor hours for which it has direct control. That is, only those labor hours incurred as a result of the actual management
effort should be used to measure job progress. Thus, the hours incurred by the various contractors and subcontractors
on the project do not enter into the measure of job progress from the construction manager's standpoint.
The contractor may accrue his fees as they become billable, assuming they are at a constant percentage of costs
incurred. The following example, which assumes that the contractor employs the labor-hour method, gives the same
results, since labor hours are the basis for fee reimbursement. Since he has no risks associated with subcontractors'
work, their labor hours will be excluded from the computation.
Assume:
Total estimated construction management
hours
Cost per hour (includes indirect costs)
Total estimated costs
Fee (15%)
Total estimated revenue
At the end of the first year:
Hours used
Estimated total hours
Measure of progress

10,000
$
20
$200,000
30,000
$230,000
4,000 hrs.
10,000 hrs.
40%

The contract is completed in the second year, and there are no changes in estimates of contract revenues and costs for
the duration of the contract.
The accounting for the contract for the two years is as follows:

Contract revenues (hours used at $20 X 115 percent)
Contract costs (includes indirect costs)
Gross profit (15%)

First
Year

Second
Year

Total

$92,000
80,000
$12,000

$138,000
120,000
$ 18,000

$230,000
200,000
$ 30,000

Exhibit 4—Unit Price

A roadbuilder performs work primarily as a subcontractor on large highway projects. On these projects, the company's work consists only of the laying of concrete. All site preparation and other work is performed by the general
contractor or by subcontractors to the general contractor. The cost elements include labor and related costs, cost of
expansion and contraction joints, the cost of reinforcing steel, the cost of cement and other materials, and equipment
costs. The company reports its income on the percentage-of-completion basis and measures progress toward completion on the basis of units of work completed, since all costs are incurred essentially equally as square yards of concrete
are laid (with the exception of mobilization and demobilization costs, which are incurred at the beginning and end of the
job).
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The contract sets forth ten separate pay items, which, when totaled and converted to price per square yard of
concrete, equal $12 per square yard for concrete that is to be 9" thick. Estimated square yards of concrete to be laid
approximate 450,000, and estimated total cost is $5,000,000. Costs incurred through February 28, 1978, excluding
mobilization costs incurred, total $2,200,000, which includes $100,000 of material not used. Mobilization costs incurred
total $70,000, and projected demobilization costs total $30,000. Physical output, as reported by the state engineer and
confirmed by the company engineer, totals 200,000 square yards at February 28, 1978.
Input information (square yards of concrete poured) should not be used for determination of revenue since the
company must lay the concrete in excess of 9" thick to meet state requirements that concrete not be less than 9" thick
based on test borings; thus, input in terms of cubic yards poured would exceed billable output. Accordingly, the output
measure (square yards laid) is the appropriate measure of progress.
The company's earned revenue and costs of earned revenue through February 1978 are computed as follows:
Square yards laid
Total square yards to be laid
200,000
450,000

Measure of progress

44% complete
% complete X estimated total revenue
44% x $5,400,000
$2,376,000
% complete X estimated total cost
44% X $5,000,000

Earned revenue

Cost of earned revenue

$2,200,000
Additional Considerations
A roadbuilder may serve as the prime contractor and perform all site preparation, sewer, and other related work. In
such a case, no single unit measurement will appropriately measure progress toward completion, and accordingly it will
be preferable to use a combination of different unit measurements, labor hours, or cost to cost.
If the cost-to-cost method is used to measure progress toward completion, it is necessary to include the mobilization
costs ($70,000) and to exclude the material not used ($100,000) from the cost incurred in the measure of progress
calculation. The computation is as follows:
Cost incurred to date
Estimated total cost
$2,200,000 + $70,000
$5,000,000

Measure of progress

=

$100,000

43% complete

Exhibit 5—Zero Profit
A contractor has been awarded a fixed-price contract with escalation clauses for the construction of a housing project
in Saudi Arabia. The contractor has no construction experience in that part of the world, and various uncertainties
involving mobilization, procurement costs, and labor costs make it difficult to determine the amount of total contract
revenue and costs. However, while the contractor is unable to estimate total contract costs as either a single amount or
range of amounts, the terms of the contract provide protection for the contractor from incurring a loss under any
reasonable circumstances. The contract price is $460,000,000.
For purposes of this illustration, it is assumed that there are no changes in estimates of contract revenues for the
duration of the contract. The contractor is consistently using an acceptable measure of progress; and at the end of the
first year relating to this contract, the project is considered to be 12 percent complete. Costs incurred to date are
$67,200,000. Since inception there has been no improvement in the contractors ability to estimate total costs in terms
of a single amount or range of amounts.
Following is the status of the project for accounting purposes at the end of the first year:
Earned revenue (12 percent of $460,000,000)
Cost of earned revenue
Gross profit
Deferred costs at end of year ($67,200,000 - $55,200,000)

$55,200,000
55,200,000
$12,000,000
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At the end of the second year, the contractor can estimate that the total contract costs will be between $410,000,000
and $440,000,000. The measure of work completed indicated that the project is 31 percent complete at that date. Costs
incurred to date are $142,400,000.
Following is the status of the project for accounting purposes at the end of the second year. The maximum estimated
costs were used in accounting for the contract.
Earned revenue
(12 percent and 31 percent of $460,000,000)
Cost of earned revenue
(second year is on the basis of $440,000,000
total estimated cost)
Gross profit
Deferred costs at end of year
(second year is $142,400,000 - $136,400,000)

First Year

Second Year

Total

$55,200,000

$87,400,000

$142,600,000

55,200,000

81,200,000
$ 6,200,000

$

$12,000,000

136,400,000
6,200,000

6,000,000

The change from the zero profit method is a change in estimate, and the effect of the change on the second year
should be disclosed (see paragraph 79 under Revised Estimates). In this illustration, the effect of the change is
$1,200,000, computed as follows:
At the end of the first year, using revised estimates—
Earned revenue, 12 percent of $460,000,000
Cost of earned revenue, 12 percent of $440,000,000
Gross profit
Gross profit recognized to date
Effect of change in estimate, before tax effect
Tax effect, at assumed 50 percent rate
Effect of change in estimate, after tax effect

$55,200,000
52,800,000
$ 2,400,000
$ 2,400,000
1,200,000
$ 1,200,000

Following is a summary of the contract for the first and second years and the remaining years to completion. For this
purpose, it is assumed there are no subsequent changes in estimates of contract costs from the $440,000,000 maximum
estimate at the end of the second year.
Remaining
Years to

Earned revenue
Cost of earned revenue
Gross profit
Deferred costs at end of year

First Year

Second Year

Completion

Total

$55,200,000
55,200,000

$87,400,000
81,200,000
$ 6,200,000
$ 6,000,000

$317,400,000
303,600,000
$ 13,800,000

$460,000,000
440,000,000
$ 20,000,000

$12,000,000

E x h i b i t 6—Loss Contract

A contractor specializes in underground construction work. As a rule, the projects on which the contractor works take
from two to three years to complete. The contractor uses the percentage-of-completion method of revenue recognition
since, given the contractor's ability to estimate contract costs, revenue, and progress, it is the most appropriate
method. Furthermore, the contractor's standard contract normally includes provisions that specify the enforceable
rights regarding the work to be performed, consideration, and terms of settlement. Taken in combination, these factors
provide a sound basis for the use of percentage-of-completion.
In 19X7 the contractor obtained a contract for $1,620,000. Profit was estimated at $243,000. At December 31, 19X7,
$500,000 had been billed, costs of $510,000 had been incurred, and estimated costs to complete were projected to be
$867,000, resulting in the projected profit of $243,000. The cost to complete was determined by the job superintendent
and was checked against engineering estimates of units of work completed and units of work to be completed. During
19X8 the company encountered heavy rains, worse than anticipated soil conditions, and field supervision problems. As
a result of this, a loss of $60,000 was projected at the completion of the project. At December 31, 19X8, billings of
$1,480,000 had been made, costs of $1,550,000 had been incurred, and costs to complete were estimated at $130,000.
Using the foregoing information, the percentage of completion is computed below for both years, using cost to cost
for progress measurement purposes. Cost to cost is used in this situation because management believes it provides the
most accurate measure of job progress under the current contract conditions.
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19X7
Measure of progress

=

costs incurred to date
total estimated costs
$ 510,000
= 37%
$1,377,000

19X8
Measure of progress

=

$1,550,000
= 92%
$1,680,000

In view of the fact that a loss will be incurred, it is necessary that the entire amount of the estimated loss at December
31, 19X8, be accrued since generally accepted accounting principles require that a provision for the entire estimated
loss on each contract should be made in the period in which the loss becomes evident. The entry to record the loss
follows:
DR
Provision for loss on uncompleted contract (statement of income)
Estimated losses on uncompleted contracts (balance sheet)

CR

$60,000
$60,000

For income statement purposes, the provision for loss can be included in related costs; however, if the amount is
material, consideration should be given to disclosing the amount as a separate line item or in the notes to financial
statements.
Work under the contract is completed in 19X9, and there are no further changes in contract revenues and costs. A
loss of $60,000 was incurred on the contract.
The computation of earned revenue, job costs, and gross profit for income statement purposes is shown below:

19X7 (37% completed)
Earned revenue ($1,620,000 X 37%)
Cost of earned revenue ($1,377,000 X 37%)
Gross profit
Gross profit rate
19X8 (92% completed)
Earned revenue ($1,620,000 X 92%)
Cost of earned revenue (Note)
Gross profit
Gross profit rate
19X9 (100% completed)
Earned revenue ($1,620,000 X 100%)
Cost of earned revenue ($1,620,000 X 100% plus loss)
Gross profit
Gross profit rate

Current
Year

Total-toDate

$ 599,400
509,490
$ 89,910
15%

$ 599,400
509,490
$ 89,910
15%

$ 891,000
1,040,910
$ (149,910)
(16.8%)

$1,490,400
1,550,400
$ (60,000)
(4%)

$ 129,600
129,600
$
-0—

$1,620,000
1,680,000
$ (60,000)
(3.7%)

Note: The cost of earned revenue at the end of 19X8, the year in which the estimated loss became known, is
computed as follows:
Estimated total cost to extent of total estimated revenue
Measure of progress
Cost of earned revenue before loss provision
Add estimated total loss
Cost of earned revenue

$1,620,000
X 92%
$1,490,400
60,000
$1,550,400

Exhibit 7—Combining

A contractor who specializes in the construction of multi-family residential and commercial properties was approached by a prospective customer late in the fall to discuss the construction of a residential housing and shopping
center project. They arrived at general conceptual agreement as to the nature of the work and appropriate timing and
magnitude of cost estimates for the project. After the meeting, the project developer obtained the final members of the
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investment groups for the properties, and drawings and building specifications were then completed. The contractor
was awarded the job, but under separate contracts for the apartment complex portion of the project and the shopping
center. The developer explained that he needed separate contracts due to financing requirements and in order to
maximize tax benefits for the investors.
When presented the contracts, the contractor stated that the breakdown of price between the two sections of the
project was not in agreement with his pricing structure. However, the contractor noted that the combined contract
prices resulted in a gross profit that was satisfactory to him. Because of this and since the work on the separate phases
would be performed in a relatively common time frame, he signed the contracts as they were prepared. Before signing
the contracts, though, the contractor told the developer that it would not be practical to separate costs between the two
projects, since the same work crew and same machinery would be used jointly on the two phases. The contractor
concluded that it would be appropriate to account for the two projects on a combined basis and report his financial
results accordingly.
Estimated total contract revenues and costs for the two contracts are as follows:
Apartment
Project

Estimated contract revenue
Estimated contract costs
Estimated gross profit
Gross profit rate

$5,000,000
4,000,000
$1,000,000
20%

Shopping
Center

Total

$2,000,000
1,800,000
$ 200,000
10%

$7,000,000
5,800,000
$1,200,000
17%

For purposes of this illustration, it is assumed that there are no changes in estimates of contract revenues or costs for
the duration of the contracts and that the contractor uses the labor-hours method in determining percentage of
completion. At the end of the first year relating to the two contracts, the following is their status.

Labor hours incurred to
date
Estimated total contract
labor hours
Measure of progress

Apartment

Shopping

Project

Center

Total

45,000

15,000

60,000

80,000
56.25%

20,000
75%

100,000
60%

Based on the foregoing, the recognized revenue, cost, and gross profit for the combined contract for the first fiscal
year and for the second fiscal year of the contract is as follows:
First Year

Year 1 (60% completed)
Earned Revenue (60% x $7,000,000)
Cost of earned revenue (60% X $5,800,000)
Gross Profit
Gross profit rate
Year 2 (100% complete)
Earned Revenue ($7,000,000 x 100%)
Cost of earned revenue ($5,800,000 X 100%)
Gross profit
Gross profit rate

Second Year

Total

$4,200,000
3,480,000
$ 720,000
17%
$4,200,000
3,480,000
$ 720,000
17%

$4,200,000
3,480,000
$ 720,000
17%
$2,800,000
2,320,000
$ 480,000
17%

$7,000,000
5,800,000
$1,200,000
17%

If the contracts had not been combined, the following difference would have occurred in the revenue, costs, and
gross profit reported at the end of year 1.
Earned
Revenue

Apartment Project (56.25% complete)
Shopping Center (75% complete)
Total
Amounts reported under combining
Difference in amounts at end of first year if
contracts had not been combined

$2,812,500
1,500,000
$4,312,500
$4,200,000

$ 112,500

-

Cost of

Gross

Earned Revenue

Profit

-

$2,250,000
1,350,000
$3,600,000
$3,480,000

=
=
=
=

$562,500
150,000
$712,500
$720,000

-

$ 120,000

=

$

7,500
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Exhibit 8—Segmenting

A company specializes in the engineering, procurement of materials, and construction of chemical processing plants.
The company has been awarded one such contract, which is priced at cost, plus 10 percent allowances for indirect costs
on engineering and procurement phases and a fixed fee of $225,000. The scope of the contract calls for those separable
phases of the work. Contract provisions state that the fixed fee was agreed to on the basis of the following rates:
Fee Rate

Base Cost

Engineering
Procurement
Construction

25.00%
2.00%
3.75%

$ 176,000
44,000
4,800,000
$5,020,000

Fee
$ 44,000
880
180,120
$225,000

Estimated total contract revenue is computed as follows:
Engineering
8000 hours at $20
Allowance for indirect costs
Procurement
2000 hours at $20
Allowance for indirect costs
Construction, including labor, materials,
subcontract, and indirect costs

$ 160,000
16,000
40,000
4,000
4,800,000
$5,020,000
225,000
$5,245,000

Fixed fee

The contractor meets the criteria for segmenting. In addition to the contract specifying the separate phases of the
work, such phases are frequently contracted separately, and the contractor has a significant history of providing the
engineering services to other customers separately. Such a history shows a relatively stable pricing policy. The
similarity of services and prices on the contract segments to services and the prices of such services to other customers
contracted separately is documented and verifiable. In the past the contractor's normal fees have been 15 percent on
engineering, 2 percent on procurement, and 5 percent on construction. Those rates are commensurate with the
different levels of risk attributable to the separate phases of the work. A comparison of the aggregate of the values of the
separate phases of the contract that would have been produced from such a fee structure to the contractual fee
arrangement is as follows:

Engineering
Direct costs
Allowance for indirect costs
Normal fee, at 15%
Procurement
Direct costs
Allowance for indirect costs
Normal fee, at 2%
Construction (total costs)
Normal fee, at 5%
Estimated total contract revenue and fee
Excess of the sum of the prices of the
separate elements over estimated
total contract revenues

$ 160,000
16,000
$ 176,000
26,400
40,000
4,000
$ 44,000
880
$4,800,000
240,000

Contract
Revenue

Fee

$ 202,400

$ 26,400

44,880

880

5,040,000
$5,287,280
5,245,000

240,000
$267,280
225,000

$

$ 42,280

$

42,280

This excess is attributable to cost savings incident to performance as a single project. The contractor segments
revenues into the three profit centers in the manner set forth below. Note that the contract provision stipulating a 25
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percent profit margin for engineering is not used, since that margin is not supported by historical experience.
Engineering

Normal historical fee, as stated above
Less reduction to reflect allocation of the excess
amount, in proportion to the above prices
Adjusted fee
Estimated total cost
Estimated total contract revenue,
as adjusted

Total

Construction

Procurement

$ 26,400

$

880

$

240,000

$

267,280

(4,176)
$ 22,224
176,000

$

(139)
741
44,000

$

(37,965)
202,035
4,800,000

$

(42,280)
225,000
5,020,000

$198,224

$44,741

$5,245,000

$5,002,035

For purposes of this illustration, it is assumed that there are no changes in estimates of contract revenues, costs, and
labor hours for the duration of the contract. The contractor uses the labor-hours method in determining measure of
progress. Construction hours include the hours of the construction manager, the general contractor, and all subcontractors. At the end of the first year, the following is the contract status:

Profit
Center

Engineering
Procurement
Construction

Labor Hours
Incurred
to
Date

Estimated
Total
Labor Hours

Measure
of
Progress

40,000 hrs.
5,500
75,000
120,500 hrs.

l4,000 hrs.
11,000
600,000
655,000 hrs.

90.9%
50.0%
12.5%
18.4%

Recognized revenues, costs, and gross profit for the first fiscal period are as follows:
Recognized
Revenues

Profit Center

Engineering
revenues are 90.9% of estimated total
revenues of $198,224
costs are 90.9% of estimated total
costs of $176,000
Procurement
revenues are 50.0% of estimated total
revenues of $44,741
costs are 50.0% of estimated total
costs of $44,000
Construction
revenues are 12.5% of estimated total
revenues of $5,002,035
costs are 12.5% of estimated total
costs of $4,800,000

Cost
incurred

Gross
Profit

$159,984

$ 20,202

$ 22,000

$

$180,186

$ 22,370
370

$625,254
$600,000
$781,984

$827,810

$

$ 25,254
45,826

Assuming the contract is completed in the second fiscal period, recognized revenues, costs, and gross profit for the
two fiscal periods would be as follows:
Profit Center
Engineering
Earned revenue
Cost of earned revenue
Gross profit
Procurement
Earned revenue
Cost of earned revenue
Gross profit

Year J

Total

Year 2

$180,186
159,984
$ 20,202

$

$ 22,370
22,000
$
370

$

$

$

18,038
16,016
2,022

$

198,224
176,000
22,224
$

22,371
22,000
371

$
$

44,741
44,000
741

EXPOSURE DRAFT

42
Profit Center

Construction
Earned revenue
Cost of earned revenue
Gross profit
Total Contract
Earned revenue
Cost of earned revenue
Gross profit

Year 1

Year 2

Total

$625,254
600,000
$ 25,254

$4,376,781
4,200,000
$ 176,781

$5,002,035
4,800,000
$ 202,035

$827,810
781,984
$ 45,826

$4,417,190
4,238,016
$ 179,174

$5,245,000
5,020,000
$ 225,000

If the contract had not been segmented, recognized revenues for year 1 would have been revised as follows:
Earned revenue (18.4% complete X $5,245,000)
Costs of revenue (18.4% complete X $5,020,000)
Gross profit without segmenting
Gross profit under segmenting
Additional gross profit under segmenting—year 1

$965,080
923,680
$ 41,400
45,826
$ 4,426

APPENDIX F

CASE EXAMPLE OF CHANGE IN ACCOUNTING ESTIMATE
Accounting Principles Board Opinion 20 requires that a change in accounting estimate be accounted for in (a) the
period of change if the change affects that period only or (b) the period of the change and future periods if the change
affects both. Paragraph 33 of Accounting Principles Board Opinion 20 requires disclosure of the effect on income before
extraordinary items, net income, and the related per share amounts of the current period for a change in an accounting
estimate that affects several future periods, such as a change in service lives of depreciable assets or in actuarial
assumptions affecting pension costs. Accounting Principles Board Opinion 20 does not require, but recommends,
disclosure of the effect on those income statement amounts of changes in accounting estimates made each period in the
ordinary course of accounting for such items as uncollectible accounts or inventory obsolescence.
An illustrative example of the calculation and disclosure of the effects of an accounting change is as follows:
(in thousands)

Assume, at the end of year 1:
Contract revenue, at 50% complete
Contract costs
Recognized profit
Assume, at the end of year 2:
Contract revenue (cumulative), at 90% complete
Contract costs (cumulative)
Recognized profit, cumulative
Recognized profit, year 2

$ 50,000
45,000
$ 5,000
$105,000
90,000
$ 15,000
$ 10,000

At the end of year 1, contract revenues at completion were estimated to be $100,000,000 (contract price), and
contract costs at completion were estimated to be $90,000,000. However, at the end of year 2, contract revenues at
completion were estimated to be $116,667,000, and contract costs were estimated to be $100,000,000. The change in
estimate is attributable to the following factors:
Revenues
(in thousands)

A change order added $16,667,000 to estimated total revenues and $7,000,000 to
estimated total costs. The change order was agreed to in the second year.
Due to inefficiencies not known at the end of year 1, it was later determined that
estimated total contract costs (excluding the change order) should have been
$93,000,000 rather than $90,000,000. For the same reason, it was determined
that the percentage of completion at the end of year 1 should have been 48.4
percent rather than 50 percent.
Estimates of revenues and costs at completion, made at end of year 1
Estimates of revenues and costs at completion, made at end of year 2

Costs
(in thousands)

$ 16,667

$

7,000

100,000
$116,667

3,000
90,000
$100,000

The calculation of the effects of the changes in estimates on year 2 net income follows. The effect of the change order is
excluded from the calculation since it is clearly a year 2 event. However, in most circumstances change orders would
not have to be eliminated since their effect would be immaterial.
(in thousands)

At the end of year 1, using revised estimates:
Contract revenues (original contract)
Contract costs (original contract)
Estimated total profit
Percent complete (revised estimate)
Recognizable profit
Profits recognized originally
Effect of change in estimate, before income taxes
Income taxes at 50%
Effect of change in estimate
43

$100,000
93,000
$ 7,000
48.4
$ 3,388
5,000
$ 1,612
806
$
806
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The following is an example of disclosure of the effect of this change;
Revisions in estimated contract profits are made in the year in which circumstances requiring the revision become known. The
effect of changes in estimates of contract profits was to increase net income of 19X2 by §806,000 ($.12 per share) from that
which would have been reported had the revised estimate been used as the basis of recognition of contract profits in the
preceding year.

APPENDIX G

SUMMARY OF DISCLOSURE RECOMMENDATIONS
IN STATEMENT OF POSITION
Paragraph
of SOP

Nature of Disclosure

21

Accounting policy—methods of reporting revenue

32
37

Deviation from basic accounting policy for a single contract or a group of contracts
Segmenting contracts

42
49
59(b)
62-64

Method or methods of measuring extent of progress toward completion
Criteria for determining substantial completion
Information on deferred cost of unpriced change orders
Information on revenue and costs arising from claims

69(h)

Method of assigning costs to contracts and major types of contract costs

80
86-87

Effects of changes in estimates on contracts
Effects of accounting changes to conform to SOP

45

